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STATE SOCIETY ACTIVITIES | 











Calendar of Events 


October 9—Regular meeting of the 
Board of Directors. 


October 9—7:30 P. M.— Regular 
meeting of the Society. Location: 
Waldorf-Astoria Hotel, Lexington 
Ave. & 49th Street, New York 
Subject: To be announced. 


October 16-19—Annual Meeting of 
the American Institute of Account- 
ants, Hotel Jefferson, St. Louis, 


November 27—Regular Meeting of 
the Board of Directors. 


November 27—7 :30 P. M.—Regular 
Meeting of the Society. Location: 
Waldorf-Astoria Hotel, Lexington 
Ave & 49th Street, New York. 
Subject: Federal Taxation. 


December 11—Regular meeting of 
the Board of Directors. 


December 11—7:30 P. M.—Regular 
meeting of the Society. Location: 
Waldorf-Astoria Hotel, Lexington 
Ave. & 49th Street, New York. 
Subject: State Taxation. 


Address Changes 

The 1944 Year Book of the Society 
will go to press with the membership 
list as of November Ist 1944. 

Your attention is called to the rul- 
ing of the Board of Directors that 
members are responsible for the re- 
porting of changes in address and 
that no individual request for 
change of address will be sent out 
for the listing in the Year Book or 
Directory of Members. 


Change in Publication Year 


Attention is called to the change 
in publication year of The New York 
Certified Public Accountant. This 


October, 1944 


issue which would normally be Vol- 
ume XV, Number 1, is Volume XIV, 
Number 13. The November and 
December issues will be included in 
the present volume and Volume XV 
will begin with the January issue 
and consist of the twelve issues of 
the calendar year. 


Committee Chairmen Meeting 

On September 25, 1944, the chair- 
man of the Society’s standing and 
technical committees met for dinner 
with the Board of Directors at the 
Waldorf-Astoria Hotel, New York 
City, with President Saul Levy pre- 
siding. The meeting was honored 
by the presence of a number of past 
presidents of the Society: Messrs. 
Robert H. Montgomery, P. W. R. 
Glover, Walter A. Staub, Joseph J. 
Klein, A. S. Fedde and J. Arthur 
Marvin. 

President Levy, after introducing 
the past presidents, turned the meet- 
ing over to President-elect Henry A. 
Horne who, in turn, called upon 
First Vice President-elect William 
R. Donaldson to introduce the chair- 
men of the standing committees, and 
upon Second Vice President-elect 
Prior Sinclair to introduce the chair- 
men of the technical committees. A 
number of the chairmen of these 
committees described the work of 
their particular groups. 





Correction 


In the September 1944 issue the 
name of William Goffen the au- 
thor of “Stabilization of Wages 
and Salaries in War Time”, was 
erroneously printed as William 
Gotten. The editor extends his 
apology to Mr. Goffen. 
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Change in Taxation Committees 

The Board of Directors of the 
Society, at its meeting on September 
25, 1944, unanimously concurred 
with the recommendation of the in- 
coming administration, presented by 
President Levy, that the Standing 
Committee on Taxation be elimi- 
nated and that the Technical Com- 
mittees on Federal Taxation and 
State Taxation be made Standing 
Committees. 


New Staff Addition 
Edward J. Gleason has joined the 
staff of the Society as assistant ex- 
ecutive secretary and will handle 
public information work, in coopera- 
tion with the Society’s Committee 
on Public Information, formerly 


known as the Committee on Public 
Relations. 





Deaths 


Seymour J. Levenson 
Seymour J. Levenson, a member 
of the Society since November 1924, 
passed way in June 1944. 


Emanuel R. Wilhelm 
Emanuel R. Wilhelm, a member 
of the Society since September 1943, 
passed away on October 1, 1944. 


The Society has suffered a great 
loss in the passing of these valued 
and esteemed members. 








‘ Let Your Heart Decide 


SUPPORT THE 


NATIONAL WAR FUND 
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Announcement of 


"4 1945 PRIZE ESSAY CONTEST 


The Board of Directors of the Society has authorized the Com- 


3 mittee on Publications to conduct a prize essay contest, the 

essays to be on a subject of interest to the accounting profession 
at | and suitable for publication in The New York Certified Public 
od | Accountant. Prizes in the amount of $150 for first prize, $100 


| for second prize, and $50 for third prize are offered. 


The general rules of the contest are as follows: 


All papers shall be original and the manuscript shall be typed in 
duplicate on 814 x 11 stationery, double or triple space typing, and 
should not be more than 5000 words. 

* 
The name of the individual submitting the paper should not appear 
thereon, nor should there be any other means of identifying the 
manuscript, which should be accompanied by a covering letter 
- giving the contestant’s name and address. 
* 
When submitted to the judges, each manuscript will be given a 
key number of identification. 

* 
Manuscripts should be forwarded to The Managing Editor of The 
New York Certified Public Accountant, 15 East 41st Street, New 
York 17, N. Y., on or before May 1, 1945. Awards will be 
announced as soon thereafter as possible. 

* 
All papers submitted shall become the property of the New York 
State Society of Certified Public Accountants and shall be avail- 
able for publication in The New York Certified Public Account- 
ant. The decision of the judges shall be final as to what papers 
may be entitled to prizes. 
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Statement by Practice Procedure 
Committee Regarding an Account- 
ing Problem Resulting from the 
Recent Change in the New York 
State Franchise Tax Law 


The committee believes most 
members of the Society are familiar 
with the- changes recently effected 
in the New York State franchise tax 
law. It is therefore not the purpose 
of this statement to describe these 
changes in any detail but the com- 
mittee believes a statement regard- 
ing one accounting problem which 
arises therefrom will be helpful to 
the membership of the Society. 


The new law has the effect of 
closing the gap between the period 
on the income of which the tax is 
based (the base period) and the 
period in which the corporation is 
privileged to exercise its franchise 
or do business in the State (the 
privilege period). In the case of a 
corporation on a calendar year, the 
return filed May 15, 1943 was based 
on income of 1942 and was for the 
privilege of operating from Novem- 
ber 1, 1943 to October 31, 1944; the 
return filed May 15, 1944 was based 
on 1943 income but the privilege 
period covered is for only two 
months under the new law, Novem- 
ber 1, 1944 to December 31, 1944; 
the return to be filed May 15, 1945 
will be based on 1944 income and 
will be for the same privilege period 
as the May 15, 1944 return, that is 
November 1, 1944 to December 31, 
1944 

In the past, corporations on the ac- 
crual basis have accounted for their 
franchise taxes under one of the fol- 
lowing methods: (1) the tax was 
spread over the privilege period to 
wiiich it applied, (2) the tax was 
charged against income of the year 
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in which the return was filed, (3) 
the tax was charged to income of 
the year on which it was based. 

A corporation on a calendar year, 
following the first method, would 
have charged 1943 income with 
2/12ths of the tax shown on its 
return filed May 15, 1943. In its 
balance sheet at December 31, 1943 it 
would have deferred 10/12ths of the 
tax shown in the return filed May 
15, 1943 which 10/12ths should be 
charged against 1944 operations. 
The same corporation filed or will 
file returns on May 15, 1944 and 
May 15, 1945, the first return being 
based on 1943 income and the second 
return being based on 1944 income. 
The committee recommends that all 
of the taxes shown on May 15, 1944 
and May 15, 1945 returns, as well as 
the 10/12ths deferred at December 
31, 1943 be charged against 1944 
operations. 

Under method 2, the committee 
recommends that a company on a 
calendar year should charge against 
1944 income not only the tax shown 
on the return filed May 15, 1944 but 
also the tax shown on the return due 
on May 15, 1945. 

Under method 3, a calendar year 
company would have accrued in 1942 
the tax based on 1942 income and 
would have accrued in 1943 the tax 
based on 1943 income. Therefore, 
such a company would charge 
against 1944 operations only the tax 
based on 1944 income as shown by 
the return to be filed May 15, 1945. 

The same procedures, with suit- 
able modifications, would be applic- 
able to fiscal year corporations, de- 
pending on whether they had been 
accounting for their franchise taxes 
under method (1), (2) or (3). 

If the committee’s recommenda- 
tion is followed it will mean that, in 
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many cases, income of the calendar 
year 1944 or the fiscal year ending 
1944 or 1945 will be charged with 
several New York franchise taxes 
which together may be substantially 
greater than a normal charge. If 
the amount of tax to be charged 
against 1944 income is sufficiently 
material, it may be desirable to de- 
duct the tax based on 1944 net income 
(or based on income of a fiscal year 
ending in 1944 or 1945) as a current 
operating charge and the balance of 
taxes, based on income of prior 
years, as extraordinary charges. 
While the committee recommends 
that the entire amount be charged 
against income there may be extra- 
ordinary cases in which circum- 
stances may justify a charge to sur- 
plus, with full disclosure, of «the 
amount in excess of the tax applic- 
able to the 1944 basic (income) year. 

It should be noted that this state- 
ment does not attempt to cover the 
question of the deductibility of the 
New York State franchise tax in 
federal income tax returns. 


NACA Appoints National Secretary 

The National Association of Cost 
Accountants recently announced the 
appointment of Wyman P. Fiske as 
secretary of that organization. Mr. 
Fiske, who served NACA as its na- 
tional president in 1942-43, is on 
leave of absence from his responsi- 
bilities as Professor of Accounting 
and Director of the Sponsored Fel- 
lowship Program at Massachusetts 
Institute of Technology. As secre- 
tary of NACA he succeeds the late 
Dr. Stuart C. McLeod. 


Treatment of Terminated War Con- 
tracts in Financial Statements* 


A STATEMENT BY THE RESEARCH DEPART- © 


MENT OF AMERICAN INSTITUTE 
oF ACCOUNTANTS 
This statement deals with the 
treatment in financial statements of 





accounting matters incident to the 
termination of fixed-price supply 
contracts for the convenience of the 
government. It does not deal with 
terminations made because of the 
fault of the contractor, nor with ter- 
minations of facilities or cost-plus- . 
fixed-fee contracts. 

It is the purpose of this statement 
to outline the various problems which 
will arise, and while no definite con- 
clusions are reached, it is hoped that 
the statement will stimulate think- 
ing and discussion on this very im- 
portant subject. The research de- 
partment of the American Institute 
of Accountants will welcome com- 
ments and suggestions. 

As a basis for the discussion of the 
technical accounting problems, it 
may be advisable first to indicate 
the nature of the termination process. 


Nature of the Termination Process 
Wherever possible, terminations 
are intended to be made after dis- 
cussion of the status of the contract 
between the contractor and the con- 
tracting officer. The typical ter- 
minated contract ordinarily will in- 
volve some completed articles ready 
for delivery ; some articles so nearly 
finished that the actual date of ter- 
mination may be fixed by the gov- 
ernment so as to permit completion 
of such articles; partly processed 
articles; purchased parts; and raw 
materials. In some cases, however, 
there may be no inventory at all, but 
only accumulated charges for pre- 
paratory and preoperating expenses. 
There may also be facilities acquired 
solely for the terminated contract, 
the unamortized cost of which may 
be chargeable to the government. 
In accordance with the uniform 
termination article for fixed-price 
supply contracts,! upon termination 
of a war contract the government 
immediately becomes liable to the 


* * Reprinted from the October 1944, JouRNAL oF ACCOUNTANCY. 
* Uniform Termination Article for Fixed-Price Supply Contracts, released by directive 
order of the Director of War Mobilization, dated January 8, 1944 
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contractor for fair compensation, 
and, to the extent and at the times 
directed by the contracting officer, 
the government may acquire any 
tangible assets involved. As to the 
terminated portion of the contract, 
unless otherwise specified, the con- 
tractor has no further service to per- 
form, except in respect of post- 
termination expenses which are 
reimbursable, and he has the right 
to bill the government immediately 
for amounts owing on such termi- 
nated portion, including a reasonable 
allowance for profit. Even where 
the contractor elects to retain some 
or all of the assets subject to the 
termination, he has the right to sub- 
mit a claim against the government 
for the costs and any profit thereon, 
the assets retained being in the na- 
ture of a repurchase from the gov- 
ernment at an agreed-upon value. 

Small, simple termination claims 
can ordinarily be processed immedi- 
ately and quickly. Where the amount 
is large, however, the probability is 
that the settlement proposal or claim 
will be somewhat complex; that 
some time will be required for its 
preparation; and that further time 
will be required for its approval 
by the government. Some claims 
may have controversial points which 
will require discussion or investiga- 
tion and, therefore, will not be deter- 
minable with finality in advance of 
the settlement negotiations; in such 
cases, delay in final settlement as 
indicated hereinafter, will be inevi- 
table. On the other hand, it is rea- 
sonable to suppose that there will 
be many claims where the amount 
of the ultimate settlement can be 
estimated with reasonable certainty 
within a fairly short time after the 
date of termination. 

One of the primary objectives of 
the Contract Settlement Act of 1944? 
is “to assure to prime contractors 
and subcontractors, small and large, 





speedy and equitable final settle- 
ment of claims under terminated war 
contracts.” In order to carry out 
this objective, the Act specifically 
provides that “termination claims 
shall be settled by agreement to the 
maximum extent feasible.” There- 
fore, while some claims may be set- 
tled finally on the basis of meticulous 
cost determinations and a fixed ceil- 
ing on profit (a formula settlement), 
most claims will probably be settled 
by negotiation between the contrac- 
tor and the government. In such 
negotiations, controversial points 
will necessarily be settled on a give- 
and-take basis, and profit allowances 
will be settled on a reasonable rather 
than a formula basis. Nevertheless, 
the entire foundation of a claim and 
its allowance, as set forth in the 
uniform termination article, is re- 
imbursement for costs incurred plus 
a reasonable profit, and any settle- 
ment proposed by a procurement 
agency which does not meet that 
test can be appealed by the contrac- 
tor, within the procurement agency, 
to an appeal board, or beyond that, 
to the courts. With further provi- 
sions in the Act for liberal advance 
or partial payments, the contractor 
appears to be protected against arbi- 
trary methods on the part of govern- 
ment officials, and should be able to 
recover his costs, plus a profit at 
least approximating the ceiling per- 
centages provided for use in formula 
settlements. 

In many cases the contractor will 
elect to retain finished articles, part- 
ly processed items, or raw material, 
as either usable material or scrap. 
The contractor’s claim in such cases 
may properly include the cost of 
such items and a reasonable profit 
thereon. However, a disposal credit 
would be made against such claims, 
representing the value agreed upon 
for the items retained, which is in 
effect a repurchase of the items by 


* Public Law No. 395, 78th Congress, 2nd Session, approved July 1, 1944. 
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the contractor from the government 
at the agreed-upon amount. 


Nature of the Accounting Problems 

The accounting problems involved 
in termination are similar to others 
which have arisen out of the war® in 
that they have arisen so quickly and 
in such significant amounts that it 
has not been possible to develop ap- 
plicable, generally accepted account- 
ing procedures by experience with 
the problems over a considerable 
period of time. The problems are 
complex, and while they have points 
of similarity to many accepted prac- 
tices, they also have points of differ- 
ence which are of equal importance. 

In the supplementary research 
bulletin dealing with renegotiation,* 
the statement was made that “provi- 
sion should be made in financial 
statements for all liabilities that can 
be reasonably estimated.” In the bul- 
letin on CPFF contracts,® the con- 
clusion was reached that “the fee 
should be accrued as it is billable” 
rather than as it is billed. The pres- 
ent problems also include the ques- 
tion of dealing with a “profit” accru- 
ing at a specific date, which may be 
dificult of determination; with re- 
spect to which reasonable calcylations 
will require informed judgment; and 
*as to which final determination may, 
but should not ordinarily, be delayed. 
Nevertheless, for accounting pur- 
poses, it is essential that agreement 
be reached as to the date when profit 
accrues, even though, as with rene- 
gotiation refunds, tentative financial 
statements and subsequent retroactive 
corrections thereto may be necessary. 


When Does Profit Accrue? 
The incidence of “profit” is the 
most important phase of the prob- 


lem. Profit on termination settle- 
ments may affect the income-tax 
provision and the determination of 
a renegotiation refund. Both taxes 
and renegotiation, therefore, are 
likely to be affected by the decision 
as to whether generally accepted 
accounting practice requires accrual 
of profit at the date of termination 
or whether no accrual is permissible 
prior to final settlement. If the 
“profit” does not accrue at date of 
termination, is it properly accruable 
at any date short of final determina- 
tion? 

Profit ordinarily accrues when a 
sale takes place, and delivery or 
performance is the usal test of a sale. 
It has already been demonstrated, 
however, that, due to the peculiar 
nature of contracts with the federal 
government during wartime, delivery 
may not always be the sole or even 
principal criterion of a sale.° The 
further exception to be considered 
here is whether the time required for 
calculation or the difficulty of mak- 
ing a reasonable determination prior 
to settlement of a terminated con- 
tract require that the ordinary rule 
as to profit be set aside. 

Some objective criterion for the 
accrual of profit must be used. 
While the date of termination or 
date of settlement seems to be the 
only truly objective criterion, the 
latter date loses this characteristic 
when the contractor is in a position 
to delay settlement at his conveni- 
ence, such as to obtain more favor- 
able results in renegotiation or taxa- 
tion. Such delays: also seriously 
hinder the speed of reconversion. A 
date such as that when the claim has 
been prepared, or when the area of 
doubt is discernible, however, would 


*See Accounting Research Bulletins Nos. 19, 15, and 21 dealing with CPFF contracts 
and renegotiation, and Statements on Auditing Procedure No. 20, dealing with examination 
of contractors’ claims under terminated contracts. 


* See Accounting Research Bulletin No. 21. 
° See Accounting Research Bulletin No. 19. 


* See Accounting Research Bulletin No. 19, dealing with accounting for CPFF contracts. 
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also leave the accrual of income on 
purely subjective grounds. 

The question, therefore, is whether 
in most cases a reasonable estimate 
of the amount of a termination claim 
can be made shortly after the ter- 
mination date and prior to the time 
of ultimate settlement. Exceptional 
cases should no doubt be treated as 
exceptions, and need not control the 
answer to this question. 

lf one were dealing only with the 
amount of profit, as such which is 
allowable on a termination claim, the 
amount in most instances might not 
be significant enough to require seri- 
ous consideration. With a ceiling of 
6 per cent on costs allowable on a 
formula basis and the natural ten- 
dency for such a ceiling to have some 
influence on the amount allowable in 
negotiated settlements, the “profit” 
might not always be significant in 
relation to the assets or net income 
of many contractors. But the actual 
income to be taken up in the accounts 
is the difference between the amount 
of the termination settlement and 
the inventory and other capitalized 
amounts applicable to the terminated 
contract. Since some costs, such as 
general and administrative expenses, 
are allocable to terminated contracts 
and recoverable in settlement, but are 
usually charged off on the books of 
account currently in accordance with 
the contractor’s. usual accounting 
practices, the actual book income on 
termination may be a significant 
amount in many cases. 

In some cases the entire amount 
allowed in termination is for items 
or costs previously charged off on 
the books, and in others the actual 
inventoried amount is but a small 
part of the claim. With large claims 
a larger amount is likely to be rep- 
resented by tangible assets or inven- 
tories at customary factory cost, but 
even in such cases the amount of the 
claim at full recoverable cost is fre- 
quently such as to result in substan- 
tial income, entirely aside from the 
596 


profit allowance. In most cases, 
therefore, the book income on ter- 
mination settlements will probably 
be due much more to the recovery of 
uncapitalized costs than to the profit 
allowed under the contract article. 


Necessity of a Reasonable 
Determination 

The crux of the accrual of “profit” 
problem is whether the amount of 
the claim can be determined on a 
reasonable basis prior to final settle- 
ment. For this purpose a precise de- 
termination should not be required. 

As to the profit allowed on the 
claim, the amount is ultimately con- 
trolled by the government in the 
negotiated settlement. However, 
this amount is not to be decided on 
mere whim and may be related to 
past allowances or to the standards 
applicable in a formula settlement. 
It might well be maintained that, for 
financial-statement purposes, accrual 
of profit on the basis of the ceiling 
provided in the formula is a reason- 
able method in the absence of other 
data. But, as previously indicated, 
the major part of the income to be 
dealt with is likely to represent costs 
previously written off. The prob- 
lem, therefore, is primarily whether 
allowable costs can be determined 
with sufficient accuracy to bring thee 
amount of the claim within the re- 
quirement of a “reasonable deter- 
mination.” 

The difficulties involved in the 
preparation of a termination claim 
on the basis of costs are rapidly 
being overcome. While at first 
claims were being reduced on the 
average by as much as 30 per cent in 
final settlement, more recent statis- 
tics indicate that the extent of reduc- 
tion has declined materially and is 
approaching an average rate of 10 
per cent. The area of doubt and un- 
certainty has already been greatly 
narrowed, and, with the passage of 
the Contract Settlement Act of 1944, 
and the organization of the Office of 
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Contract Settlement contemplated in 
the Act, that area should be further 
reduced. There will, of course, still 
remain some areas where honest men 
may differ, and where controversy 
may have to be settled by investiga- 
tion, by use of independent public 
accountants, or by negotiation. Also, 
because some claims are simple and 
others quite complex, the area of 
doubt may in some cases be highly 
significant in relation to the income 
of the contractor for a fiscal period. 
Even in these cases, however, the 
doubtful areas are being reduced to a 
minimum by the process of predeter- 
mination of termination settlements, 
whereby the government and the 
contractor agree upon as many 
phases of the termination settlement 
as possible prior to actual termina- 
tion. 

The large-scale educational program 
now being launched by the army, 
establishment of termination depart- 
ments by many corporations, im- 
provement in government practices, 
and the experience in actual termina- 
tions, will certainly facilitate the 
making of reasonable determinations 
of termination claims in more cases 
than formerly. This is likely to be 
true particularly of the larger com- 
panies whose stock is publicly held 
and which publish periodic financial 
statements. As in the case of income 
taxes, the information regarding ter- 
mination policies, procedures, and 
standards is now available. Lack of 
knowledge, therefore, seems no more 
excusable for a failure to estimate 
termination claims than it is for a 
failure to provide for the income-tax 
liability. Certainly, estimating costs 
is nothing new to industry. 

The time required for determina- 
tion of the amount of a claim is im- 
portant. Accounts cannot be held 
up indefinitely to satisfy meticulous 
accounting requirements. On the 
basis of experience to date, it is fair 
to state that complex claims, which 
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include most large ones, require 
around sixty days for their prepara- 
tion, though many debatable points 
may be settled before the final claim 
is submitted. Another sixty days 
may be required before the govern- 
ment identifies the debatable items. 
Thus, some companies, whose con- 
tracts may be canceled at the end of 
the fiscal year, may not have suffi- 
cient data to permit any estimate of 
the amount of the claim in time for 
reflection in the annual report to 
stockholders. For most companies, 
however, it is quite likely that con- 
tract cancellations will occur at vari- 
ous times during a fiscal year, and 
that at least the original calculation 
of a termination claim may be made 
before preparation of the annual re- 
port to stockholders. In the case of 
companies having particularly trou- 
blesome termination problems, re- 
ports to stockholders might be held 
up pending settlement thereof; just 
as some companies have done in re- 
spect of unsettled renegotiation pro- 
ceedings. 


Influence of Conservatism 

Perhaps the easiest procedure in 
accounting for contract termination 
would be to carry forward the book 
balances of items applicable to the 
terminated contract. This method 
obviously has the virtues of con- 
servatism and simplicity. Neverthe- 
less, if conservatism, as many believe 
is proper only in an area of doubt, 
and is not proper merely as a reason 
for delaying the recognition of an 
otherwise determinable amount, then 
the method of carrying forward only 
the book balances would be proper 
only when no more accurate deter- 
mination of the claim is possible. 
Where the amount of a termination 
claim is reasonably determinable, 
but the contractor hesitates to recog- 
nize its full amount prior to ultimate 
settlement, in view of possible un- 
foreseeable reductions therein, the 
claim could be reflected in the ac- 
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counts and financial statements at 
its full amount and a precautionary 
reserve provided for any possible re- 
ductions therein. 


Is a Termination a Sale? 


If, in a given case, the contractor 
at termination has performed all he 

required to perform, except for 
services in respect of the settlement 
for which he is entitled to reimburse- 
ment, and the government has the 
right to the tangible assets and must 
pay for them, there is reason to be- 
lieve that all the elements of a sale 
are present. On the other hand, de- 
livery may not take place and the 
transaction may, therefore, not be 
one which is customarily regarded 
as a sale in the normal course of 
business. However, as already indi- 
cated, the peculiar nature of govern- 
ment war contracts and the circum- 
stances of their settlement in certain 
cases are such that delivery may not 
always be a satisfactory test of a 
sale.” There may also be cases where 
articles completed or to be com- 
pleted are to be delivered to the 
government under the termination, 
while raw material or part of the 
work in process are to be retained 
(reacquired) by the contractor. 

If a termination is held to be a 
completed transaction, whether de- 
livery takes place or not, and the 
profit held to be properly taken up 
at time of termination, would it be 
preferable to treat the gross amount 
of the claim as a sale, and include the 
full amount in sales for the year, or 
would it be better to deal only with 
the book profit and show that 
amount as a separate item of operat- 
ing income? 

In answering each of the foregoing 
questions, a case can be made for 
each side, just as was true for the treat- 
ment of costs and fees on CPFF con- 
tracts.* Practical utility may have 


is 





* See Accounting Research Bulletin No. 19. 


* [bid. 
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some influence, such as the desira- 
bility for purposes of renegotiation, 
that all government contracts, in- 
cluding terminated contracts be con- 
sidered together. 


Disposal Credits 

Another matter requiring consid- 
eration is the treatment of disposal 
credits involved in a termination set- 
tlement. Such credits will arise from 
retention (reacquisition) by the con- 
tractor of some or all of the inven- 
tory subject to the termination or 
disposal thereof to a third party. In 
either case, the amount of the credit 
will represent an agreed-upon value 
for the items, either for further use 
or as scrap. 

To the extent that the termination 
claim includes charges for inventory 
items expected to be retained by the 
contractor, and the claim is treated 
in the accounts as a sale, as indicated 
above, the retention of such items 
would be in the nature of a repur- 
chase by the contractor from the 
government at the agreed-upon 
amount and probably should be so 
reflected in the financial statements. 
Where such items are transferred to 
a third party, the disposal credit 
merely represents the payment there- 
for from that source, rather than 
from the government. 

There will be cases where a con- 
tractor makes no claim in connection 
with a terminated contract. In such 
cases the accounting problems would 
be only those of accounting in the 
usual manner for the tangible items 
retained. 


Balance-Sheet Problems 
There is the question of whether 
the change in the form of a termi- 
nated contract, from an active con- 
tract in process to a claim against 
the government, precludes the classi- 
fication of the claim or related assets 
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Professional Comment 


in the current-assets category on the 
balance-sheet. Under the current 
practice there would appear to be no 
basis for their exclusion from cur- 
rent assets, since the amount is rep- 
resented in the ordinary flow of busi- 
ness; it is part of the working capital ; 
and, as evidenced in the Act, it is 
expected to be paid promptly; and 
substantial loans or advance pay- 
ments can be arranged. 

Since a termination claim and re- 
lated items represent an unusual 
situation, separate disclosure in 
financial statements might be required 
when the amount is significant, ac- 
companied perhaps with a statement 
of the basis on which the claim is 
computed. The question of separate 
disclosure, however, is somewhat 
controversial, because, for practical 
reasons, there may be objection to 
showing a claim on a terminated con- 
tract in financial statements at an 
amount differing from that filed with 
the government, or to show as an 
asset the full amount of a claim 
which includes controversial items. 

When a claim includes items as 
costs which are carried in financial 
statements as deferred charges or as 
fixed assets, should such portion of 
the claim be included as current 
assets? The answer would depend 
on whether the transaction is deter- 
mined to be completed and subject 
to accounting treatment as of the 
date of termination. 

One of the objectives of the Con- 
tract Settlement Act of 1944 is to 
assure to prime contractors and sub- 
contractors adequate interim financ- 
ing until final settlement of claims. 
In the case of such interim financing, 
the question arises as to the proper 
balance-sheet treatment of payments 
on account of termination claims. 
Two accounting research bulletins 
dealing with wartime problems indi- 
cate that either (a) deduction of such 
payments from the claims or related 
asset account, or (b) presentation as 





a current liability, would be accept- 
able, provided the amount and nature 
of the items and their relation to 
the termination claims are adequate- 
ly disclosed.® 


Post Termination Costs 

Post-termination costs are costs 
incurred after the termination which 
relate to the terminated contract. 
They are specifically allowable as re- 
imbursable items under both the Act 
and the uniform termination article. 
While in a different category from 
costs incurred prior to the termina- 
tion, the allowability of post-termi- 
nation costs should be readily deter- 
minable, thus warranting their being 
carried as receivables on the balance- 
sheet or as part of the separate showing 
of the claim. 


Subcontractors’ Claims 

Many contractors will have a 
claim for their own work as well as 
for charges of subcontractors. The 
prime contractor is liable to the sub- 
contractor for the amount of the lat- 
ter’s claim. While a contractor can 
be responsible for rapid and reason- 
able calculation of his own claims, he 
cannot very well force a subcontrac- 
tor to be prompt or accurate. On the 
other hand, the contractor can col- 
lect from the government for the 
claims of subcontractors applicable 
to the termination contract. 

The question arises as to whether 
it is necessary to set up as a liability 
the estimated amount of subcontrac- 
tors’ claims. Such treatment would 
probably be required under normal 
commercial procedures, but the pos- 
sibility of loss to the contractor, or 
of involuntary payment of such 
claims from his own funds, is so re- 
mote under the Act as to suggest 
that it should not ordinarily be 
necessary to set up subcontractors’ 
claims as liabilities, unless they have 
been included. as assets or payment 
thereon has been received from the 
government. 


*See Accounting Research Bulletins Nos. 14 and 19. 
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The Functions of Public Utility 


Depreciation Accounting 


By JouN BAUER 


at article by Dr. Herbert B. 
Dorau, in the June 1944 issue 
of the New York CERTIFIED PUBLIC 
ACCOUNTANT, on “The Economic Im- 
plications of Public Utility Depre- 
ciation Accounting,’ was directed 
against the depreciation standards 
and procedures as recommended by 
a special committee of the National 
Association of Railroad and Public 
Utilities Commissioners (NARUC), 
and as prescribed in the Federal 
Power Commission’s (FPC) official 
accounting classifications. 

Inasmuch as the article reached 
many professional accountants, finan- 
cial analysts and others interested 
generally in sound public standards 
of industrial control, but who have 
not lived in the struggles for effective 
public utility regulation, I venture to 
present what, it seems to me, is in- 
volved from the standpoint of desir- 
able and effective public utility regu- 
lation. The NARUC and FPC ac- 
counting standards should be con- 
sidered as part of the technique and 
procedure essential to effective regu- 
lation. 

The trouble with past regulation 
has centered particularly in the fix- 
ing of rates. The standards for this 
purpose were set many years ago by 
the Supreme Court in the famous 
case of Smyth v. Ames (1898). 
This established as the general cri- 
terion of reasonable rates a fair re- 
turn on the fair value of the proper- 
ties devoted to public service. The 
“fair value” was never precisely de- 
fined, but it came to be regarded as 
consisting primarily of “reproduc- 
tion cost less depreciation,” although 


(1) 169 U. S. 466. 


original cost and other factors were 
to be given proper consideration. 

No extensive survey of the Su- 
preme Court cases dealing with “fair 
value” and rate making procedure 
will be undertaken. But, under past 
decisions and opinions the “fair 
value” standard was not only indefi- 
nite as to concept but it required 
physical appraisal of the properties 
as a part of a formal rate case. This 
applied both to the reproduction cost 
of the properties and to their depreci- 
ation. It involved costly investiga- 
tions, conflicts of interest between 
investors and consumers, protracted 
hearings, unsatisfactory decisions 
and, to. large extent, deadlock in 
regulation. 

The suitability of “prudent invest- 
ment” vs. “fair value” has been 
urged upon the Supreme Court con- 
tinuously even when reproduction 
cost appraisal appeared to be solidly 
established as the law of the land. 
After the 1929 financial collapse, the 
Court began to relax on the reproduc- 
tion cost requirement?) and has 
since completely abandoned. the “fair 
value” formula. This was finally ac- 
complished in the Hope Natural Gas 
Company case decided on January 3, 
1944.6) Under the new rulings, the 
commissions entrusted with the re- 
sponsibility of regulation are now 
free to establish standards, techni- 
ques and procedures which are speci- 
fically designed to effect the twofold 
purpose of protecting systematically 
both the private and public interests 
in the organization and management 
of the vital utility industries. 


(2) Los Angeles Gas & El. Co. v. RR. Com., 289 U. S. 287 (1933). 


(3) 320 U. S. 591. 
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The Functions of Public Utility Depreciation Accounting 


In view of the new possibilities of 
establishing definite and regular ad- 
ministration, there is particular need 
of clarification as to what is involved 
in regard to objectives, the basic 
interests, and the means through 
which effective regulations can be 
attained. The efforts of this article 
will be to outline the general func- 
tion of accounting, and particularly 
to clarify the depreciation standards 
and provisions which are an integral 
part of the total accounting in the 
modernized system of public utility 
control. 


Misconceived Implications 


In summary form, the economic 
implications as presented by Dr. 
Dorau are that the NARUC and FPC 
depreciation accounting would result 
in unfairness to investors, in con- 
fiscation of their properties, or in de- 
priving them of a fair return. On 
the second page of his article he 
refers to the “radical changes” in the 
accounting for depreciation, and states: 
“The issue is important because the 
clearly indicated purpose of “depre- 
ciation’ accounting is to substitute 
an amortization or liquidation re- 
serve for a depreciation reserve.” 

While I do not agree in full with 
the NARUC recommendations, nor 
necessarily with all the FPC require- 
ments, I believe that Dr. Dorau has 
misconceived their purpose, that his 
entire discussion involves perspec- 
tives which are foreign to their provi- 
sions. The alleged implications 
appear to me as non-existent. First, 
the accounting applies in fact to 
depreciation, not to amortization and 
liquidation. Second, it does. not in- 
tend to, and cannot, confiscate any 
properties or deprive investors of 
basic rights. On the contrary, it is 
specifically designed, as part of the 
total plant and operating accounting, 
not only to show definitely what the 
private investments have been, but 
also to assure their full maintenance 
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and to prevent impairment and dissi- ° 
pation through such managerial de- 
sign and manipulation as in the past 
have caused the loss of billions to 
innocent purchasers of public utility 
securities. 

The special accounting provides 
for equal determination and protec; 
tion of public and private rights. In 
considering its valid implications, 
one must have in mind the economic 
and legal status of the public utili- 
ties, the reasons for public regula- 
tion, the unsatisfactory past results, 
and the requisites to make future 
regulation effective in assuring full 
and equal protection to investors 
and consumers, particularly in pre- 
venting impairment .or confiscation 
of legitimate investments devoted to 
public use. 

In regard to the economic status 
of public utilities, the fact should be 
clear that they are inherently natural 
monopolies, and furnish vitally im- 
portant services for all industry, 
commerce and social life. While 
they are privately organized, they 
are enagaged in public service, and 
are vested legally with special public 
interest that does not inhere in ordi- 
nary private business. 


This factual and legal status is 
the reason for regulation. The pur- 
pose is to keep the private agencies 
directed toward their public func- 
tion of furnishing proper service at 
reasonable rates, but at the same 
time to protect the private rights; 
equally to prevent exploitation and 
confiscation. The problem has been 
throughout to determine and main- 
tain the relative public and private 
rights. Under the general standards 
that have prevailed reasonable rates 
have been fixed so as to furnish suffi- 
cient operating revenues to cover (1) 
ordinary operating expenses for 
labor and materials, (2) currently 
accruing depreciation, (3) taxes, and 
(4) a fair return on investment. 
Items (1) and (3), ordinary operat- 
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ing expenses and taxes, have nor- 
mally been taken, with little dispute, 
from the accounting records, al- 
though the federal income and excess 
profits tax now raises special eco- 
nomic and legal issues.“ However, 
items (2) and (4), the amounts for 
current depreciation and for return 
on investment, have caused the chief 
regulatory troubles. They have not 
been subjected to regular accounting 
measurements and control, and they 
are primarily involved in the NARUC 
and FPC accounting provisions. 


“Fair Value” Confusions 

As to item 4, a fair return on in- 
vestment involves two financial cate- 
gories: (1) amount of investment, 
and (2) the rate of return applied to 
the amount. Both are basic and 
should be subject to exact factual 
control; but the first has been the 
chief cause of difficulties in the work 
of regulation. 

The trouble has been in lack of 
clear concept and in non-factual 
standards and methods of determina- 
tion. Instead of taking investment 
as such, which could be shown 
through accounting procedure, the 
Supreme Court, as already outlined, 
had prescribed the standard of “fair 
value” on which a fair rate of return 
must be allowed in the fixing of rea- 
sonable rates. This judicial prescrip- 
tion has been chiefly responsible for 
the prevalent non-functioning of 
regulation. 

Fortunately, the indefinite, conjec- 
tural and litigous standards can now 
be replaced by precise definition of 
rights and by exact showing of facts. 
The new accounting applies both to 
item 4, the determination of invest- 
ment on which a fair return must be 
allowed, and to item 2, currently 
developing depreciation. 

Under the newly permitted legal 
definition, “fair value” can become 


“prudent investment,” which con- 
sists of the original cost of the prop- 
erties used in service, less their de- 
preciation. After initial readjust- 
ment of the accounts in regard to 
original cost and depreciation, the 
plant accounts are charged regularly 
or debited with the cost of new plant 
installations, and credited with the 
cost of plant items retired, so that 
their balances at any time show, as 
exact amounts, the original cost of 
the properties then devoted to public 
use. The depreciation to be deducted 
from the original cost is shown by 
the reserve. After its initial adjust- 
ment, it is regularly tied in with item 
2, the amounts of currently accruing 
depreciation included along with 
ordinary operating expenses. The 
current charges to operation cover 
both the physical and functional 
causes of developing depreciation, 
and the amounts are simultaneously 
added or credited to the reserve; this 
is then charged or debited with the 
original cost of plant units retired 
(less salvage) ; it shows at any time 
the total depreciation of all the prop- 
erties in service, in accordance with 
past provisions charged against 
operation. 


Exact Accounting Provisions 


Depreciation is thus definitely ac- 
counted for both as an element of 
current operating expenses and as a 
factor of investment determination. 
The provisions assure exact protec- 
tion of the private investments 
through the rates paid by consumers. 
They do not, and cannot, impair, 
reduce or confiscate private invest- 
ments, nor obscure or increase them. 
While they are designed primarily 
to facilitate the administration of 
rate control, and so to protect the 
public interest, they serve simultane- 
ously to establish and maintain be- 
yond impairment the private invest- 


(4) See “Relation of the War Taxes tc Utility Rate Making,” by John Bauer, Public 


Utilities Fortnightly, February 17, 1944. 
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ments on which a fair return must 
be allowed. 

In the past the commissions have 
not had adequate legal powers to 
require comprehensive and system- 
atic depreciation accounting in rela- 
tion to the total rate making pro- 
cesses. The companies were virtually 
free to make such annual charges to 
operating expenses and to accumu- 
late such reserves as they themselves 
decided, regardless of the allowance 
for depreciation in the fixing of rates. 
The rate making processes have not 
been harmonized with the account- 
ing. In the usual rate case, regard- 
less of the actual accounting, the 
allowances for operating expenses 
have been adequate to cover both 
physical and functional depreciation, 
but the deduction of total deprecia- 
tion for rate base purposes, being 
based upon physical inspection and 
mainly upon testimony presented on 
behalf of the company, has reflected 
at most only the physical deprecia- 
tion and ignored the functional. Often 
this inconsistency was glaring; it 
was pointed out and emphasized 
many times, but normally was disre- 
garded in the cumbersome proceed- 
ing's. 

Treatment of depreciation has 
been one of the prime indefinite- 
nesses and causes of dispute in rate 
cases. Many commissioners and 
students of economic policy, also 
judges, have long realized that it 
should be subjected to definite ac- 
counting, along with all the facts 
that enter into the fixing of reason- 
able rates. To the extent that they 
can be ascertained as exact sums 
through the accounts, regulation can 
be administered, without incurring 
conflicts of interest between invest- 
ors and consumers. To the extent 
that they remain unclear, not con- 
tinuously determined through the 
accounts, they are inevitably subject 
to dispute and make regulation non- 
administrable. Rates thus fixed are 
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almost bound to be unfair to the in- 
vestors or to the consumers,— 
usually to the latter. 

The objective in the reconstruc- 
tion of regulation has been to replace 
uncertainty with definiteness of fact 
as required for manageable adminis- 
tration. Instead of leaving the pro- 
visions for depreciation to each indi- 
vidual company, the standards and 
procedures are, or should be, definitely 
fixed by the accounting classification 
under commission control. To deter- 
mine the annual charges and credits, 
the so-called straight-line method 
has obtained extensive regulatory 
approval. It provides that original 
cost of plant units in service shall be 
charged off, or allocated, to operating 
expenses in equal annual amounts 
during the total lifetime of their 
economic serviceability; On the 
average when the economic useful- 
ness of a plant item has expired, its 
total original cost (less salvage) has 
been included in operating expenses 
and paid for by the consumers. De- 
preciation is thus treated as a definite 
regular cost just as are labor and 
materials used for operation and 
maintenance. It constitutes an in- 
tegral part in the over-all accounting 
for costs that enter into the fixing of 
rates, and it protects the private in- 
vestments as well as the public 
rights. 


Estimates and Accuracy 
It is, of course, true that the regu- 
lar provisions for depreciation de- 
pend upon estimates in regard to 
expected economic service lives. 
However, when for any year an exact 
amount has been derived for the 
depreciation that has taken place, the 
charges to operating expenses and 
the credits to the reserve are definite 
and should be binding in regard to 

the showing of relative rights. 
The estimates naturally are, or 
should be, subject to revision as 
expectations prove to be out of line 
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with developing realities. Deprecia- 
tion rates once adopted should be 
kept under continuous managerial 
and regulatory scrutiny, and they 
should be revised as factually war- 
ranted. With such scrutiny and 
adjustment, the charges to operating 
expenses and the credits to the 
reserve can be kept close to the 
underlying facts of physical and func- 
tional decline, and the accounting 
entries can be taken as decisive for 
rate making. 


While the “accounted-for-depreci- 
ation”—Dr. Dorau’s terms—should 
be as close as possible to the “depre- 
ciation-in-fact,’ the correlation in- 
evitably involves estimates; there 
could always be substantial differ- 
ences in individual judgments 
honestly and intelligently made. 
Since estimates cannot be avoided, I 
submit that they can be made more 
accurately in successive accounting 
periods than after long intervals, 
when rate case determinations are 
involved. With regular estimates, 
year by year, adjustments are feasi- 
ble as warranted, and all the time the 
“accounted-for-depreciation” will also 
be, or should be, the recognized 
“depreciation-in-fact.” If such regu- 
larity of factual determination is not 
maintained, then special rate investi- 
gation inevitably creates conflicts of 
interest both in regard to the proper 
annual depreciation provisions, and 
the total depreciation to be deducted 
for rate base purposes, and the find- 
ings can be far from the realities. 


With this summary of conditions 
and regulatory objectives, I submit 
that there is nothing radical in the 
recommended and required deprecia- 
tion provisions, and that they do not 
shift from recognized depreciation 
accounting to amortization or liquida- 
tion reserves. There purpose is 
simple, to show currently the depre- 
ciation that is taking place as deter- 
mined by best managerial and regula 
tory judgment, and correspondingly 
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to show the total depreciation that 
has taken place in regard to the 
properties left in service,—to protect 
equally the public and private in- 
terests, and not by indirection to 
diminish or confiscate private invest- 
ments on which fair returns should 
be paid by the consumers. 


The Nature of the Reserve 


This view of the NARUC and FPC 
depreciation accounting was appar- 
ently misapprehended by Dr. Dorau. 
His discussion of the assumed ac- 
counting fallacies pursues two con- 
ceptions which, I believe, are erron- 
eously imputed as alternative ex- 
planations on the part of the deprecia- 
tion proponents (p. 4): (1) that the 
depreciation reserve is deductible 
from the original cost of plant in 
service “because it reflects the return 
of capital to the investors;’ and (2) 
that it is deductible “in its own right, 
and without regard to ‘actual accrued 
depreciation’ because it reflects assets 
contributed by consumers to the 
enterprise, assets on which no class 
of investors has a right to earn any 
return.” I submit that, in the light 
of the foregoing analysis, neither 
explanation is valid. The reserve 
does not reflect, and is not intended 
to, any return of capital to the in- 
vestors. Nor does it represent capi- 
tal contributed by consumers. It 
shows this and nothing else: the 
total depreciation that has accrued 
through past charges to operating 
expenses in regard to the properties 
in service. 

It is true that the consumers, 
through rates paid for service, make 
regular contributions .to cover the 
accruing depreciation. But these 
contributions do not constitute a 
return of capital to the investors. 
Like corresponding provisions for 
labor and materials charged to oper- 
ating expenses, they are reimburse- 
ments to the company for costs in- 
curred through the depreciation that 
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has taken place; they prevent im- 
pairment of capital, and preserve 
fully the private investments. They 
regularly make good and offset the 
accruing depreciation, as brought 
about by the accounting procedure. 
As funds they appear first in cash 
retained by the company from con- 
sumer revenues; then the cash may 
be spent for new plant items or for 
other corporate purposes. However, 
the funds thus locked within the 
business are altogether different 
from the reserve that is accumulated 
to reflect total depreciation at any 
given time. The funds are assets 
retained directly to replace the accru- 
ing depreciation. The reserve is an 
offset to the plant assets, showing 
their total depreciation that has been 
charged to past operation. It re- 
flects the extent of the past protec- 
tion that has been provided by con- 
sumers for private capital, not a re- 
turn of capital to the investors or an 


investment of capital by the con- 


sumers. 


Apart from the significance of the 
reserve, Dr. Dorau appears also to 
fear excessive accruals. He points 
to the possibility of 45 per cent ratio 
of reserve to plant costs, and assumes 
confiscation if such a reserve is de- 
ducted from the plant account bal- 
ance. But, if the accruals are based 
on past charges to operating ex- 
penses for depreciation and have been 
duly coverd by rates paid by con- 
sumers, and if the properties have 
been static for years and include con- 
siderable old and obsolete plant 
units, where is there anything unrea- 
sonable in a consequent 45 per cent 
reserve? And how could there be 
confiscation in the deduction from 
the plant costs? The balance would 
be the net unimpaired investment in 
the properties, provided that the ac- 
cruals have been predicated sensibly 
upon the forces of depreciation. 


The difference between Dr. Dorau 
and the analysis just presented is 
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well illustrated by one of his exam- 
ples intended to show unfair treat- 
ment of investors. Under the theory 
that the reserve represents capital 
contribution by consumers, he as- 
sumes a company with a total plant 
cost of $1,800,000 covered by bonds 
and stock $1,000,000 and a reserve 
$800,000 regarded as consumers’ in- 
vestment. Then he assumes an “act 
of God” which destroys half of the 
properties, with an original cost of 
$900,000, roughly $500,000 private 
and $400,000 consumer investment; 
the latter amount is charged .off to 
the reserve. The company is then 
required to raise $900,000 to restore 
the necessary operation, or more if 
the plant costs are higher than the 
original cost of the destroyed prop- 
erties, and, because of the assumed 
accounting implications, it would not 
be able to get an adequate return on 
the total funds devoted to the busi- 
ness. 


Accounting Realities 


I hold that Dr. Dorau is wrong in 
his analysis of what is involved. Nat- 
urally losses due to catastrophies re- 
quire special consideration according 
to the circumstances, but they must 
be paid for, and the cost is properly 
placed upon the consumers. 

The plant destruction and losses 
would have to be analyzed and de- 
termined, under commission control. 
To an appropriate extent they would 
be charged to the depreciation re- 
serve, so that the balance would re- 
flect the depreciation of the unde- 
stroyed plant. The rest, under the 
FPC classification, would be charged 
to a balance sheet debit suspense, 
Account 141, Extraordinary Property 
Losses, and would be written off to 
Account 506, Property Losses Charge- 
able to Operations, as approved by 
the Commission. These charges 
would in fact constitute amortiza- 
tion and not depreciation, but they 
would be borne as exact amounts by 
the consumers through the rates paid 
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The cost of reconstruc- 


for service. 
tion would be charged to the plant 
accounts, and the amounts would 
then be subject to regular deprecia- 


tion accounting. If the amortization 
could not be covered by existing rates, 
adequate increase could promptly be 
obtained, wihthout involving factual 
disputes and prolonged proceedings. 

The analysis as thus presented rep- 
resents on the whole rather simple 
accounting categories which should 
be clear to accountants and_ others 
who understand balance sheets and 
income statements. That both the 
plant and depreciation accounting 
can be subjected to definite standards 
and exact accounting should arouse 
no misapprehension or disagreement. 
Nor should there be misunderstand- 
ing in regard to the bearing of the 
annual depreciation provisions and 
reserve upon the assets correspond- 
ingly locked within a company’s 
capital structure. In the case of ex- 
panding properties, and such are al- 
most all electric companies, the im- 
mediate cash reimbursement by con- 
sumers to offset accruing deprecia- 
tion are usually best spent in new 
plant expenditures ; and for account- 
ing purposes, or otherwise financially 
there is no distinction between plant 
replacements and additions. How- 
ever, in instances of static or reces- 
sive properties, the total cash accu- 
mulations are normally not needed 
for new plant purposes, and they can 
be devoted to any one or a combina- 
tion of the following corporate uses: 


First. investment in securities to 
contribute to the corporate income. 





The New York Certified Public Accountant 


Second, retirement of corporate 
debt. 

Third, acquisition and _ retire- 
ment of preferred stock. 

Fourth, acquisition and cancel- 
lation of common stock. 

Fifth, reduction of capital stock 
investment by direct prorata cash 
reimbursements. 


Whichever of these methods of 
cash utilization may be employed, it 
does not affect the depreciation that 
has taken place and accounted for. 
Nor can it impair the financial status 
of the security holders, or affect the 
relative rights of the consumers and 
investors. I submit to accountants 
and to economists that public utility 
accounts can be so constituted and 
controlled that they will present defi- 
nitely all costs and charges, includ- 
ing those of property depreciation, 
for fixing reasonable rates. This is 
what the FPC classification and the 
NARUC reccommendations set out 
to do. 


With exact factual showing, regu- 
lation can be made a matter of sys- 
tematic administration in regard to 
total public and private rights. Rates 
can be promptly reduced or increased 
with equal protection of investors 
and consumers. The failure of past 
regulation has been due to indefinite- 
ness of standards and to unreliabil- 
ity of the facts on which findings 
were based. These uncertainties can 
now be removed, and regulation can be 
made manageable, if suitable and avail- 
able accounts and other records are 
duly provided. 
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heen on Deductions for Bad Debts under 
Federal Income Tax Law 


By DonaLp Horne 


N aberrant suggestion has recently 

been made that the reserve method 
of deducting bad debts can be im- 
posed upon taxpayers. The sugges- 
tion goes even further—that the re- 
serve method can be imposed with 
respect to part of the bad debts, or 
those of a department of a business, 
leaving other bad debts to be re- 
ported on the specific basis. The 
theory advanced is that such require- 
ment may be justified as clearly re- 
flecting income. 

The suggestion is, to say the least, 
revolutionary. The justification put 
forward is questionable. Previously, 
the use of the reserve method has 
been considered a statutory privilege 
accorded to taxpayers. It has never 
been regarded as a duty, or as cap- 
able of being transmuted into a duty 
—with one exception. A taxpayer 
who has voluntarily adopted the re- 
serve method must use it con- 
sistently from year to year, unless 
and until he obtains permission from 
the Commissioner of Internal Reve- 
nue to change back to the specific 
bad debt method. But it is clear that 
the permission so applied for cannot 
properly be refused, as hereinafter 
shown. The election to use the 
reserve method requires approval, 
and here a real act of discretion is 
involved. But to change back to the 
specific method would seem to re- 
quire nothing more than notice, and 
the offer to make proper adjustments 
to prevent the escape of income from 
taxation. 

The privilege of using the reserve 
method is alternative. The statute 
requires either the specific method 
or the reserve method. There is no 
provision for a combination of both. 

The reserve method serves a very 
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useful purpose, and is availed cf by 
many taxpayers, particularly corpo- 
rations, having sufficient volumes of 
steady business to acquire reliable 
statistics upon which to construct 
reserves. It is, however, capable of 
being misused, and it is doubtful 
whether any taxpayer would want 
to be bound to use it without recourse 
to the specific method, if the reserve 
method operated unjustly. The right 
to return to the specific method is a 
check against arbitrary treatment 
under the reserve method. 

But can the use of the reserve 
method ever result in tax injustice? 
Does it not merely allocate an aver- 
age to each taxable year, based upon 
experience, where the specific method 
might result in excessive losses for 
some years, insufficient losses in other 
vears? In theory, this should be so; 
but actually, the reserve method, un- 
less it can be abandoned by the tax- 
payer at will, may be an instrument 
of excessive taxation. 

In particular, the provision for the 
reserve method, as it has been con- 
strued, may deprive a taxpayer using 
the reserve method, of the relief of 
“recovery exclusion”. This relief 
springs from legislative recognition 
that taxation of recoveries of bad 
debts is taxation of capital as in- 
come, especially where the recoveries 
are of deductions that had no effect 
on taxes. 

The Commissioner holds that the 
recovery exclusion provisions of the 
Revenue Act of 1942 do not apply to 
a taxpayer on the reserve method. 
In so ruling, he followed the Con- 
gressional committee reports (House 
Report No. 2333 on the Revenue 
Bill of 1942—H.R. 7378, page. 70; 
Senate Report No. 1631, on same 
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Bill, page 80). The same language 
was used in both reports, and read: 


“The amendments made by this 
subsection do not apply to re- 
coveries on account of bad debts 
previously charged or chargeable 
against a reserve, by a taxpayer on 
the reserve method of treating bad 
debts, inasrnuch as the amount of 
such recoveries is not taken into 
income as such but is merely 
credited to the reserve account and 
decreases the amount of the addi- 
tion to the reserve which has pre- 
viously been taken as a deduction 
in lieu of a deduction for specific 
bad-debt items.” 


It is not pertinent to discuss the 
correctness of this quoted statement 
at this time. The statement is cor- 
rect in the same sense that the 
schoolboy answered correctly when 
asked why Washington crossed the 
Delaware. His answer was, “I don’t 
know”. The above statement is 
correct in that it is a true copy of 
what the Congressional Committees 
said. 

The “recovery exclusion” provi- 
sions do not expressly provide any 
relief for taxpayers on the reserve 
for bad debts method, although it is 
said that a deduction which availed the 
taxpayer no tax benefit ““decreases the 
amount of the addition to the re- 
serve”, and thus results indirectly in 
taxation of some amount of capital 
recovery. The amendment is not 
necessarily unconstitutional because 
of the omission to provide for tax- 
payers on the reserve method, be- 
cause it is purely curative and 
declaratory of the law as it previ- 
ously existed, and has no effect to 
tax capital which, under the previous 
law, properly construed, was exempt 
on principle. The Supreme Court, 
in Dobson v. U. S., 320 U. S. 489, re- 
marked that the amendment was 
merely declaratory, and that no 
negative implication was to be 
drawn from it. 
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The feature pertinent to this dis- 
cussion is that, in practice, as the 
law is now construed, taxpayers 
using the reserve method are given 
no relief from taxation due to recov- 
eries of amounts previously deducted 
without tax benefit. In other words, 
they are being taxed where there 
was no economic gain to tax, con- 
trary to principles announced in the 
Dobson case, above cited. The question 
is, since taxpayers on the reserve 
method are thus unfairly discrimi- 
nated against, can they be prevented 
from departing from the reserve 
method and coming into the fold 
where they would be protected by 
the amendment? 

The answer to this question de- 
pends upon analysis and interpreta- 
tion of the statutory provisions. The 
question is one of proper account- 
ing; but the solution depends upon 
the answer to a question of law, 
which is, what does the statute per- 
mit and require. 

The pertinent words of the statute 
involved (Sec: 23(k)), Internal Reve- 
nue Code, are: 


“In computing net income there 
shall be allowed as deductions: 
* * * Debts which become worthless 
within the taxable year; or (in the 
discretion of the Commissioner, a 
reasonable addition to a reserve 


for bad debts) * * *.” 


Even a casual perusal of these 
words shows that the discretion of 
the Commissioner is confined to 
whether the taxpayer may use the 
reserve method. The statute confers 
upon the Commissioner no authority 
to deny the use of the specific bad 
debt method. The explicit grant of 
discretion with respect to the reserve 
method is a denial of discretion with 
respect to the specific bad debt 
method, under the universal rule 
that the inclusion of one power 
alone, excludes all others. 

The reasons for confining the dis- 
cretion to the reserve method are 
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clear. The basic method prescribed 
is the specific bad debt method. 
Until 1921, it was the only method 
provided for. The privilege of using 
the reserve method is an exception 
to the general rule. The reserve 
method is an alternative, which the 
Commissioner may, but need not 
permit. 

For example, assume the case of 
a taxpayer, in existence as such since 
1913, who never suffered a bad debt 
loss until 1944. He could undoubt- 
edly deduct the amount of the bad 
debts in his income tax return, with- 
out consulting the Commissioner. 
The deductions could not be dis- 
allowed on the ground that he should 
have used the reserve method. But 
suppose he desired to set up a re- 
serve method instead. He could not 
deduct an addition thereto, in lieu of 
the actual amount of the bad debts, 
without applying for and obtaining 
permission of the Commissioner. 

A further reason why the Commis- 
sioner’s discretion does not relate to the 
specific bad debt method is that the 
latter fits any case. That is why it is 
the basic, or primary method. But the 
reserve method might be entirely inap- 
propriate. In the example stated, the 
taxpayer would have no statistical 
data upon which to determine a rea- 
sonable reserve, and insufficient data 
upon which to determine what would 
be a reasonable addition to the re- 
serve in any subsequent year of the 
near future. Exercise of the Com- 
missioner’s discretion in such a case 
would not only be appropriate, but 
necessary. 

Undoubtedly, the discretion con- 
ferred on the Commissioner relates 
only to the tse of the reserve method. 

Well, then, what of the theory 
that the reserve method can be re- 
quired, as more clearly reflecting 
income? 

The facts, in general, do not sup- 
port this theory. Who can say that 
the reserve method more clearly re- 
flects income? It is, in every case, 
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based upon an estimate of losses not 


yet sustained. If the estimate is too 
high or low, the fact may not be 
ascertainable for several years. The 
practice is then to reduce the addi- 
tions to reserve for subsequent years 
Such deduction does not correct the 
net income for the years when the 
bad debt deduction was too high or 
too low, but merely provides an off- 
set in subsequent years, which may 
distort the incomes for those years. 
The specific bad debt method has 
the advantage of being exact. In- 
stead of the reserve method more 
clearly reflecting income, it is per- 
mitted by special statutory dispensa- 
tion although, by reason of its very 
nature, it is incapable of accurately 
reflecting income. 

The use of the specific bad debt 
method is a matter of fundamental 
right. It serves to eliminate from 
taxable income capital recovery. in 
the form of income items, which 
is necessary because income cannot, 
by its nature, come into existence 
until losses of capital investments 
are made up. The use of the reserve 
method as a substitute for the spe- 
cific bad debt method is a privilege, 
which the taxpayer need not elect, 
and if he does, which requires the 
approval of the Commissioner. The 
taxpayer cannot have the reserve 
method imposed upon him, because 
it may not operate to remove capital 
items from his taxable income. 
The Commissioner may disapprove 
it, because it may not be appro- 
priate or workable, and because the 
statute expressly so provides. 

The theory that the Commissioner 
is authorized to require the use of 
the reserve method with respect to 
some classes of bad debts, or some 
departments of a business, falls with 
the idea that the Commissioner can 
require the reserve method at all. 
The Commissioner cannot properly 
approve the reserve method as to 
part of the bad debts. The statute 


609 











The New York Certified Public Accountant 


does not make any provision for a method, not a mixture of the two. 
half-way election. It is in the alter- In order to qualify for the reserve 
native, and requires either the spe- method, a taxpayer must completely 
cific bad debt method or the reserve abandon the specific bad debt method, 
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Measurement in Accounting 
By Roy B. Kester, C.P.A. 


The Problem of Measurement 
HEN any transaction is recorded 
on the books, the quantitative 


‘measurement of it is expressed in 


the common monetary unit, the dol- 
lar. Its effect on the three basic ele- 
ments, assets, liabilities, and pro- 
prietorship, is measured and recorded 
in terms of dollar amounts. The 
problem of measurement, however, 
has two aspects which must always 
be kept in view, viz.: 

1. The proper dollar measurement 

at time of record. 


2. The proper principles to be ob- 
served for subsequent re-measure- 
ments. 


It has been suggested that accounting 
is only a recording function—i.e., it 
simply makes an historical record. 
If that is true, accountng is con- 
cerned only with the first aspect of 
the measurement problem, viz., that 
of determining and recording the 
dollar measurement at the time of 
record. Inasmuch, however, as bal- 
ance sheets must be drafted periodi- 
cally and these must always reflect 
the record at the balance sheet dates, 
accounting is. forced to consider the 
problem of periodic remeasurement. 
The admission of an item to the bal- 
ance sheet does not forever hold that 
item to its amount at the time of 
record, as such amount may not at 
all express the financial and income 
status at a subsequent date. Day by 
day in any business, assets are being 
acquired and measured for purposes 
of initial record. At the close of the 
fiscal period all of these different as- 
sets must be restated to measure the 
portions, if any, consumed in the in- 
come operations of the current period 
and the portions thereof carried over 
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to serve future periods. It thus be- 
comes necessary to consider the sec- 
ond aspect of the measurement prob- 
lem, viz., that of remeasurement. 


Importance of Measurement 

The problems of content and meas- 
urement strike at the very heart of 
the balance sheet. Form, framework, 
and method of presentation are im- 
portant and their usefulness should 
not be esteemed lightly, Particu- 
larly is this seen to be true from the 
standpoint of availability of the in- 
formation presented and of facility 
in its interpretation; but the meat 
of the balance sheet is its content— 
items and amounts. In this connec- 
tion two points always demand con- 
sideration, viz.: 


1. What items shall be admitted 
to a place in the balance sheet. 

2. On what basis shall they be 
admitted, this latter being the 
problem of measurement. 


As stated above, the second question 
is twofold, viz.: (1) what shall be the 
basis of measurement when an item 
is first acquired and entered on the 
records; and (2) what principles shall 
be observed for its subsequent re- 
measurements. 

The significance of the measure- 
ment problem is apparent when the 
purpose and uses of the balance sheet 
are considered. Regardless of what 
the items are which are given a place 
in the balance sheet; regardless of 
the care employed in the selection of 
titles to render their meaning clear 
and unmistakable; and regardless of 
how correctly those items may be 
classified, grouped, and marshalled, 
it is their measured amounts which 
give them their real significance when 
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used to show financial position. Fin- 
ancial position, as such, is not ex- 
pressed on the face of the balance 
sheet in generally understood units 
of measure; it is the result of human 
judgment based upon the data there 
shown—it is the result of an inter- 
pretative process. It is, therefore, of 
primary importance that the ques- 
tion of measurement be examined 
and attempt made to formulate its 
controlling principles. 


Measurement and Value 

To measure anything is to deter- 
mine its quantitative amount in terms 
of a unit. There are different units 
of measure, depending upon the 
kind of information as to quantity 
desired. Thus there are units of 
weight, size, money, energy, etc. 
In the formal book records account- 
ing is concerned primarily with the 
money units; most of the informa- 
tion furnished by the books is in 
terms of dollar amounts, and the 
dollar is the common denominator 
of business transactions. The value 
of anything is its worth in exchange 
or in use at a given time and is de- 
termined normally by the acts of 
buyers and sellers. It, too, is ex- 
pressed in dollars. The word is 
used with various shades of mean- 
ing, indicated by such qualifying ad- 
jectives as, e.g., cost value, sales 
value, liquidation value, going con- 
cern value, etc. Since, however, the 
word is always tinged with the idea 
of worth—i.e., sales value—and 
measurements of the same item may 
for different purposes result in dif- 
ferent amounts of dollars, account- 
ing terminology needs a word or 
phrase dissociated from the conno- 
tation of worth. For this purpose 
the words, dollar amount and meas- 
urement, will be used here. The 
word measurement carries no impli- 
cation of present worth but merely 
the dollar amount of an item as 
measured for the accounting records 
and the basic reports. 
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Amounts Received and Expended, 
the Basis for Accounting 
Measurements 


From the time of organization of 
a business unit throughout its op- 
erating life, funds or properties 
come into it from owners, from cred- 
itors, from sales of product, or from 
other sources—all stated in terms of 
their dollar amounts. That is, cash 
—the legal tender money of the coun- 
try of domicile—or its equivalent is 
the basis for all such transactions 
and the dollar amounts involved meas- 
ure the original effect of the trans- 
actions in the accounting records. 
These amounts are usually stated in 
the transaction contract—express or 
implied—or are determinable from 
it. The cost, i.e., the amount ex- 
pended in purchase of properties or 
services or for other purposes, such 
as the payment of debt, is stated in 
terms of cash or its equivalent and 
so provides the measure of these 
transactions for entry on the books 
of account. Thus, usually, all busi- 
ness transactions are consummated 
and the amounts involved are meas- 
ured in terms of cash or cash-equiva- 
lent. Since a primary need of man- 
agement is information as to the 
status of invested funds—expressed 
in terms of cash or cash-equivalent 
—the accounting record to be made 
of all transactions, if it is to be a 
factual record, must of necessity be 
in the same terms and measures. 


The dollar amount of the item con- 
tent of the records at time of first 
entry of the item is, therefore, quite 
easily determined in most cases. As 
to properties, services, and other pur- 
chases, their dollar measurement is 
their cost; as to proprietary items— 
capital or income—and other sources 
of funds, their dollar measurement 
is the cash or cash-equivalent amount 
invested or received. Only so can 
trustworthy information be provided 
as to integrity of invested capital. 
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Measurement in Accounting 


The Measurement of Cost 


In a commonly accepted sense, the 
cost price to the purchaser is the 
seller’s sale price and this is, there- 
fore, easy of determination. How- 
ever, when the term is applted to 
the purchaser’s assets, cost means 
something more than the purchase 
price ; it includes all of those supple- 
mentary or additional costs which 
must be incurred in connection with 
the asset in order to place it where 
it is to be used in a given concern. 
Thus, the cost of merchandise is not 
merely its invoice cost but includes 
as well all inward transportation costs 
and all costs of handling to place it 
in position ready for sale. The de- 
termination of the full cost of indi- 
vidual units of merchandise is often- 
times very difficult, for many of these 
supplementary costs are incurred 
jointly with other units and no logi- 
cal practical basis can be found for 
distributing them among the several 
units benefited. In the case of manu- 
factured product, the problem is much 
more complex. While it is possible, 
by means of a proper classification of 
accounts, to segregate all manufac- 
turing costs—i.e., raw materials, di- 
rect labor, and overhead—from other 
costs, it is at times a very compli- 
cated problem to distribute each of 
these costs equitably over the differ- 
ent kinds of product turned out. 

Similarly, the cost of fixed assets 
includes invoice ‘costs, transporta- 
tion costs, and placement costs— the 
cost of all of those services and sup- 
plies necessary to place the asset in 
position to function as a part of the 
operating mechanism of the concern. 
In the case of intangible assets, cost 
presents many problems. Thus, or- 
ganization expenses constitute an as- 
set and must be given place on the 
balance sheet. Such an asset com- 
prises those costs or expenditures in- 
curred to effect the organization of 
the business and get it under way. 
Many questions arise in connection 
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with this and other assets. Thus, in 
addition to the usual content of this 
asset, should its cost also include un- 
derwriting costs and discounts on 
the sale of stock necessary to finance 
the business? To what asset does 
the discount belong when bonds are 
sold for less than their face value? 
When large expenditures are made 
to secure the patronage and good- 
will of the public, how much, if any, 
of these costs are asset costs in con- 
nection with the asset goodwill? 
When a plant is being constructed, 
may all costs incurred be applied as 
costs of plant—i.e., may interest on 
borrowed funds used, may taxes paid, 
may costs occasioned by mistakes of 
judgment, all be considered as costs 
of plant? These and many similar 
questions call for answer in the de- 
termination of the proper measure 
of cost. 

The relation of the paying or cost 
medium must also claim attention 
in connection with cost. Where the 
measurement of the cost incurred is 
in terms of cash, determination of 
its amount is easy. Where payment 
of it is made either in services or in 
the company’s own securities, as its 
stocks or bonds, the true measure of 
the cost is not so clear. All of these 
questions are mentioned here only to 
point out some of the difficulties of 
cost determination. 


The Individualistic 

Character of Cost 
From the viewpoint of accounting, 
determination of cost is usually an 
individual matter, i.e., it is a matter 
that has reference always to the in- 
dividual business unit. An illustra- 
tion will make the point clear. If 
two business concerns build identi- 
cal plant buildings, the one accept- 
ing a contractor’s bid therefor of 
$500,000, the other letting the con- 
tract to another builder at a bid of 
$550,000, to the one concern the cost 
of its plant is $500,000 and it will so 
record it; while to the other its plant 
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will be recorded at a cost of $550,000, 
even though it is identical in all re- 
spects with the first plant building. 
Thus, there may sometimes exist the 
rather peculiar situation in which 
virtually identical assets, acquired 
at the same time, will have different 
costs. In business there is no such 
thing as absolute cost; cost is an in- 
dividual matter. The records of an 
individual concern must show what 
its own costs are; never those of a 
competitor, nor what its own costs 
might have been had other condi- 
tions prevailed or other decisions 
been made than those which were 
made. In other words, the records 
of each concern must provide an 
accurate history of what actually 
took place in that concern. It is 
essential in a study of accounting 
measurement to bear in mind the in- 
dividualistic character of cost. 

To differentiate between the gen- 
erally accepted basis for account 
measurement at time of record— 
i.e., the amounts received and ex- 
pended—and other bases suitable for 
special purposes, it is desirable to 
examine some of these purposes be- 
fore treating the problem involved in 
the usual periodic remeasurements 
of recorded items. 


Special Purpose Measurements 

There are several kinds of special 
purpose measurements, all more or 
less closely related to commercial 
balance sheet measurements but 
differing from them in some respects 
because of their differing purposes. 
Among these may be mentioned the 
following measurements: (1) for 
purposes of fire loss adjustment ; (2) 
for purposes of liquidation to satisfy 
creditors and determine the owners’ 
equities, as in bankruptcy and volun- 
tary dissolutions; (3) for purposes 
of taxation; and (4) for purposes of 
sale and purchase of a business unit. 
In all of these cases many points of 
similarity to, and of some differences 
from, our present problem are found. 
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In the first case, current price levels 
form the basis of measurement. In 
the second case, the problem may be 
entirely different, as dollar amounts 
often have to be determined on the 
basis of forced sale. In the third 
case, many different measurements 
and bases are used, depending on the 
kind of tax and the practice of the 
local taxing authority. In the fourth 
case, the prevalent conditions deter- 
mine the basis. Thus, it may be 
necessary to recondition the plant 
purchased to make it serviceable for 
its new use; or the larger control of 
the market effected by means of this 
purchase may make the plant much 
more valuable than its _ physical 
worth. Elements of established 
markets and goodwill call for mea- 
surement in the case of a purchase 
and sale transaction but are usually 
not present in commercial balance 
sheet measurements. These last 
questions touch closely on our 
problem. 

Among the more important kinds 
of bases used for these and other 
special purpose measurements are: 


1. Cost 

2. Market—wholesale and retail 
3. Reproduction cost 

4. Scrap, salvage, junk, or. 

break-up 

5. Service 

6. Present or depreciated 
7. Sound 

8. Fair 

9. Tangible or physical 
10. Intangible 
11. Taxable 


12. Earnings—capitalized 
13. Liquidation or forced sale 


These various kinds of dollar mea- 
surements of assets are construed 
loosely in most cases, but have quite 
technical connotations in some 
places. Any of the terms employed 
here will, whenever necessary, be 
defined. 
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Measurement in Accounting 


Source of Data as to 
Measurement Bases 

There are many sources of data 
as to the above bases. Where 
double-entry books are kept, the ori- 
ginal cost of the various assets can 
usually be secured from the books of 
account. If not found in the finan- 
cial record (as is often the case 
where single-entry books are kept), 
the original purchase invoice gives 
the chief item of cost, but does not 
usually show any inward-carrying or 
placement costs. Where there is a 
formally established market, this may 
give the.information as to value 
when no book entries are available. 
Quoted prices in trade catalogs or 
lists as of the date of purchase, offer 
another means of procuring the in- 
formation. Occasionally, even the 
memory must be relied upon. 

Again, where it is desirable to 
approximate the dollar measure of 
the earning capacity of a business 
by capitalizing its earnings, the 
statement of earnings becomes the 
basis, even though earnings them- 
selves contain many elements which 
rest on estimated amounts. 

Thus, in the determination of 
many kinds of measurements there 
is an element of speculation—an 
estimate based on human judgment. 


Going-Concern the Basis for 
Periodic Remeasurement of Items 


While the measurement of bal- 
ance sheet items at the time of their 
first record is comparatively simple, 
their remeasurement at successive 
fiscal periods involves other con- 
siderations which grow out of the 
concept of a continuous operation of 
the business. This may be described 
as the going concern basis of mea- 
surement. This use of the term 
must not be confused with its use 
in connection with the valuation of 
public utilities where it usually re- 
fers to those intangible values which 
have accrued from expenditures 
made to put the concern in good 
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operating condition. The term as 
used here will have reference to the 
amounts at which the various asset, 
liability, and proprietorship items 
should be carried when viewed from 
the standpoint of a concern which 
expects to continue operations—a 
going concern as contrasted with 
one which is facing dissolution, reor- 
ganization, sale, or other even- 
tuality. Thus, going concern mea- 
surment is not so much a distinct 
type of measurement as it is a term 
descriptive of the kinds of dollar 
measurements suitable for a going 
business. 

As previously pointed out, the 
kinds of measure to be used depend 
upon the purposes to be served. The 
four-fold general purpose of a bal- 
ance sheet has been stated as being 
that of supplying a common core of 
appropriate information to the four 
parties at interest, viz.: (1) manage- 
ment, (2) creditors, (3) owners, and 
(4) the public. Management must 
be furnished with such information 
as will enable it to carry out its two 
basic obligations, viz.: (1) the main- 
tenance of the integrity of all funds 
—owned or borrowed, and (2) the 
earning of a fair average return on 
such funds. It thus needs continu- 
ous or periodic information as to the 
amounts, maturities, and other con- 
tractual conditions of borrowed 
funds, the status of proprietary in- 
vestments as to kinds and amounts, 
the status of income operations, and 
the kinds, amounts, and condition of 
the properties used in the operation 
of the business. Creditors, both 
short and long-term, need informa- 
tion as to the security back of their 
loans, the ability of the company to 
pay both principal and interest, the 
progress status of the business, and 
such other data as are pertinent to 
the terms of their loans. Public 
authorities, so far as they can be 
served by the standard periodic re- 
ports of a business unit, are prim- 
arily interested in its income opera- 
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tions and the gross and net proper- 
ties used in the conduct of the 
business. 

From the standpoint of a going 
concern, therefore, the content of a 
balance sheet must be so measured 
in dollar amounts as to show: 


1. Its debt-paying ability—its 


solvency, 

2. Its solidity—its fixed capital 
status, 

3. Its progress as to income 


operations, and 
4. The status of the owners’ in- 
vestment. 


Accordingly, these four items of in- 
formation must be remeasured 
periodically on the assumption that 
the business unit expects to con- 
tinue operations over the years 
ahead. The prudent optimism of 
keeping going, rather than the 
pessimism of business failure, is the 
mental attitude to be observed in 
making these periodic remeasure- 
ments of balance sheet items. 


Measuring the Assets 

As indicated previously, the two 
aspects of the problem of measuring 
the assets are: (1) what dollar 
amounts are proper at the time of 
original record; and (2) shall the 
same or other amounts prevail at 
subsequent intervals when results 
are to be summarized formally? As 
to the first question, the basis of the 
original measurements made at time 
of formal record has been previously 
stated as the cash or cash-equivalent 
dollar amount of the properties in- 
vested and of those purchased, i.e., 
the full cost of those purchased. The 
answer to the second question was 
given in general terms in the para- 
graph next above. While there are 
several considerations involved, as 
there indicated, the proper measure- 
ments of income operations and of 
solvency are the most important 
and are therefore usually control- 
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ling. Under the going concern basis 
the portions of the measured 
amounts of assets which have been 
used up, expended, or lost in the 
current period’s operations must be 
shown as costs of operation and 
only the portions which may equit- 
ably be allocated to the costs of 
future operations be carried forward 
as asset items at the end of the cur- 
rent period. 


Conflict of Measurement Bases 


While other factors are important 
and may never be disregarded, the 
two factors mentioned above— 
solvency or debt-paying ability and 
progress or the earning power of a 
business—are so fundamental from 
the standpoint of a going concern 
as to be controlling. Soivency rests 
mainly in the current assets. This 
function of the current assets dic- 
tates the principles of their measure- 
ment, viz.,-on the basis of their debt- 
paying ability, ie., their prudently 
determined cash realizable amounts. 
This is so fundamental as to take 
precedence over all other considera- 
tions; the ability to pay debts is a 
prerequisite to continuance as a go- 
ing concern. 

Of almost equal importance is the 
second factor, the earning power of the 
business. Earning’ power is the 
primary basis for determining the 
worth of a business—information in 
which every owner and prospective 
investor is interested. It is the main 
source of the supply of funds which 
regularly flow into the business to 
maintain its working capital. From 
a long-term point of view it is, 
therefore, an important element of 
solvency; for debts must be paid 
out of working capital. At a given 
time, however, solvency must be 
determined without reference to 
earning power. Hence the immedi- 
ate interest of the short-term credi- 
tor group is in solvency, whereas 
that of the owner group is in earn- 
ings. The chief point of contact 
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Measurement in Accounting 


between the interest as to solvency 
and that as to earnings is in the 
measurement of the current asset, in- 
ventory. A conservative—i.e., gen- 
erally prudent—measurement of in- 
ventory provides a sounder basis for 
judging solvency than a higher one 
doubtful of realization; whereas the 
higher measurement brings about 
apparently better earnings which 
may provide the basis for higher 
dividends. Thus a conflict of in- 
terests between these two groups 
may easily arise and the predomi- 
nant interest of one must never be 
allowed to influence the measure- 
ment of inventory to the detriment 
of the other. 


The management group also is 
interested in the measurement of 
inventory. So far as possible, the 
accomplishments of management 
brought about by its own effort 
must: be segregated from those 
brought about by external forces 
over which the management has 
little or no control. As a general 
principle, therefore, it is not desir- 
able to bring into the record of in- 
ternal results, either an unrealized 
profit or an unrealized loss, although 
the latter is usually less objection- 
able than the former. A statement 
of merchandise at any other figure 
than cost does bring into the record 
an apparently unrealized profit or 
loss. If, then, the cash realizable 
measure of merchandise differs from 
cost, there is obviously a conflict of 
measurement bases. 


In connection with depreciation 
there may also sometimes seem to be 
a conflict of interest. The interest 
of the long-term creditor group, 
which may have accepted some of 
the fixed assets as collateral security 
for their loan, is at a given time 
tinged with the present value of the 
collateral—the measure of its debt- 
paying capacity—and is not wholly 
in its going concern measurement. 
In the latter basis of measurement, 


1944 





however, lies the chief interest of 
the management group. Thus there 
may easily arise a conflict of interest 
between these two groups. The 
manner in which measurement is 
made of the expired portion of the 
fixed assets—chargeable to the cur- 
rent period’s income—and the un- 
expired portion to be carried forward 
as costs of future periods, may easily 
favor the interest of one group or the 
other. Thus going concern measure. 
ment of fixed assets subject to de-’ 
preciation must follow a middle 
ground which will favor neither 
group. 


Measurement of Liability Items 


Measurement of the liability items 
of the balance sheet is for the most 
part limited to a determination of 
their dollar amounts to be entered 
on the records and in the reports. 
The problem of the liability items is 
chiefly one of inclusion and careful 
classification as between current and 
fixed. 

Although the measure of the lia- 
bility items is usually determinable 
from the contracts giving rise to 
them, there are many instances in 
which that is not the case. Here, a 
real problem of measurement enters 
and must be solved, in most cases, 
by careful estimate in the light of 
circumstances, estimate being often- 
times based on past experience. 
Thus, if a company sells its product 
with a guaranty of quality, it is the 
common experience of sellers that 
some of these guaranties must be 
made good. The cost of such and 
the liability thereunder attach equit- 
ably to the period of sale. Conse- 
quently, the balance sheet of that 
period must reflect an estimated— 
measured—amount of the liability 
belonging to it. The same problem 
is met in connection with goods sold 
with a redeemable premium coupon 
or profit-sharing certificate. In the 
case of lawsuits pending against the 
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business, a similar, though more 
difficult, measurement problem is 
faced. Most of these measurement 
problems relate to current liabilities. 

In connection with fixed liabilities, 
the question is sometimes raised as 
to whether the measure of these 
should be the gross amount to be 
redeemed at the agreed future time 
—usually the face or par amount—or 
the present worth amount, deter- 
mined at each balance sheet date on 
an actuarial basis. —The amount con- 
tracted to be paid at maturity is of 
such importance as to indicate that 
it should be shown as the significant 
amount. The related offset and 
adjunct items—the bond discount or 
premium—are in the nature of ser- 
vices purchased and are to be recog- 
nized in the records and the reports 
the better to show the effective rate 
of interest on the loan. An asset and 
liability remeasurement problem is 
involved here to determine the por- 
tions equitably to be charged over 
the periods to the maturity or retire- 
ment of the loan. 





Measurement of Proprietorship 

The proprietorship section of the 
balance sheet usually shows the 
owners’ equities in the form of origi- 
nally invested capital, i.e., paid-in 
capital, and additional capital se- 
cured by reinvestment of earnings 
or by gift. Both of these items 
should be carefully stated, for their 
amount is an item of great interest 
and importance to actual and pro- 
spective owners. It is apparent, of 
course, that if the assets and liabili- 
ties have been correctly measured, 


stated and fully shown, the total of. 


owners’ equities is thereby also 
correctly determined and stated. In 
the measurement of the assets and 
liabilities, it has been pointed out, the 
factors of solvency and earning 
power are the controlling considera- 
tions. Since the assets and services 
are measured by the amounts in- 
vested or expended therefore, stated 
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in terms of cash or its equivalent, it 
follows that the proprietorship sec- 
tion measures the amounts invested, 
either originally or subsequently 
through reinvestment—or  with- 
holding—of earnings or gifts. It 
should be emphasized that this sec- 
tion does not show the present value 
of owners’ interests. Far this pur- 
pose the record of earnings over a 
period of years is the usual basis. 
In the case of stocks listed on the 
exchanges current. market quota- 
tions serve as the best indication of, 
present values, reflecting the com- 
bined judgment of many who have 
attempted to weigh the various 
value factors, including both past 
and prospective earnings, and to 
arrive at a measure of their worth. 
Thus it is apparent that the purpose 
of the proprietorship section is to 
show owners’ equities in terms of 
cash or requivalent amounts in- 
vested, withheld, or received - as 
gifts, and never the present value of 
these equities. 


Over- and Undervaluation 

The need for correct measure- 
ments requires no comment and can 
best be appreciated when compared 
with the effects of over- and under- 
statement. Particularly bad and 
harmful is overstatement of the 
assets and understatement of the lia- 
bilities. The use of the balance 
sheet as an index of financial posi- 
tion makes apparent. the harm of 
wrongful content or measurement of 
the items entering into it. 


The Balance Sheet an 

Expression of Opinion 
From what has been said it will 
be evident that-measurement in the 
vast majority of cases is not an 
exact science—a process of definite 
determination. Rather, from the 
nature of the data to be handled and 
the principles of measurement given 
as applicable to the various groups 
of data, remeasurement must always 
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be somewhat of an estimate. The 
determination of the measured 
amounts of the several elements of 
cost, the proper differentiation be- 
tween capital and revenue charges, 
and finally the calculation of the 
amount of depreciation necessary to 
the remeasurement of fixed assets— 
all are estimates. It is true, they 
are estimates based on experience, 
but from their nature and the influ- 
ence of local conditions in a given 
case, no universally applicable law of 


experience can be formulated. It is 
safe to say that two men would sel- 
dom, if ever, arrive at exactly the 
same estimate of the dollar amounts 
of given assets. Thus it is seen that 
a balance sheet is not a statement of 
fact but always an expression of 
opinion. If measurements are care- 
fully made in the light of all avail- 
able facts applicable thereto, the 
expression of opinion in the balance 
sheet will approximate as nearly as 
may be to a statement of fact. 
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Internal Audit Reports 


By LawreNcE R. Scumint, C.P.A. 


NTERNAL audit reports are one of 

the principal means by which man- 
agement measures the efficiency of 
its operations and that of the Inter- 
nal Audit Department. 

These reports are not only im- 
portant to the auditor who prepares 
them and management that receives 
them but should likewise be of inter- 
est to the public accountant and 
Government auditors as an indica- 
tion of the adequacy of the com- 
pany’s system of internal control. 
Since the extent of verification to be 
made by these outside auditors will 
be determined by the system of in- 
ternal control in effect they should 
use all available information in 
formulating their opinion as to the 
degree of control existing. 

Unfortunately, however, internal 
audit reports are not as uniform as 
are the certificates issued by certi- 
fied public accountants, instead, 
there are as many varieties of reports 
as there are brands of cigarettes. 
Some deal in generalities briefly out- 
lining the scope of activities and 
presenting a general conclusion as to 
the reliability of the records, effi- 
ciency of employees, etc. while others 
go to the opposite extreme and de- 
tail all errors found and the extent 
of the various tests made. 

Needless to say the latter type of 
report is of more value to the man- 
agement that receives it than the 
former type and is likewise more 
helpful to the public accountant in 
appraising the system of internal 
control. The chief objection to such 
report is the amount of detail that 
has to be read in order to reach a 
conclusion. In attempting to scan 
through the voluminous contents, 
readers may very well skip over 
matters of importance. 

The middle course would seem to 
be best, omitting all detail that is 
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not essential to a clear understand- 
ing of the conditions disclosed by 
the audit but including everything 
required for comprehension of the 
true state of affairs. 

The lack of uniformity in internal 
audit reports is due to many reasons 
although the principal ones are as 
follows: 


1. Reports are intended chiefly for 
management’s use and they to 
a large degree dictate the form 
of presentation and extent of 
details to be included. 

2. Internal auditors are not li- 
censed, there are no _ profes- 
sional standards to be complied 
with. 

3. Nature of the industry—In 
some industries certain phases 
are ‘of prime importance and 
these might be stressed. Spe- 
cial reports might even be pre- 
pared to cover these special 
phases. 

4. Ability of internal auditor— 
Some internal auditors are good 
practical men with extensive ex- 
perience but do not possess ability 
to write good reports. Most pub- 
lic accounting firms employ 
specialists who edit all reports. 

5. Degree of care exercised in 
preparation —If management 
places little importance on audit 
reports issued, internal auditors 
are apt to acquire the same atti- 
tude. 


Internal audit reports should re- 
flect the same degree of care in their 
preparation as is exercised in per- 
formance of the audit verifications. 
Report writing is not easy even to 
persons with extensive experience. 
To prepare a clear, concise report re- 
quires considerable effort and dis- 
tinguishing the essential items to be 
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commented on from the unessential, 

is likewise no small task. 

Public accountants take precau- 
tion when infractions of accounting 
principles are noted, to protect 
themselves by going on record in 
their reports. Internal auditors 
should also follow this practice even 
though they know that management 
is aware of the condition and does 
not intend to change it. Unless the 
internal auditor takes this precau- 
tion, his failure to comment might 
later be construed as approval of the 
practice, thereby reflecting on his 
ability and integrity. 

In spite of the special require- 
ments that might influence form and 
content of the internal audit reports 
there are certain general rules that 
should be considered in report 
preparation as follows: 

1. Reports should be concise but 

comprehensive. 

2. Voluminous schedules and 
analysis should be avoided. 

3. Not necessary to list details of 
all exceptions found, these can 
be supplied from workpapers if 
desired. However, all impor- 
tant findings, conclusions and 
recommendations for improve- 
ment of methods should be in- 
cluded. ~ 

4. All statements should be ac- 

curate and definitely support- 
able by information in working 
papers. 

5. Arrangement of details in re- 
port should follow a consistent 
pattern. The customary method 
is to follow the order of the 
items in the balance sheet. Re- 
port should likewise be broken 
up with suitable headings to 
facilitate review and _ subse- 
quent reference thereto. 

6. Reports should not contain de- 
tails as to the extent of audit 
tests, especially when audit 
was conducted in accordance 
with established audit program. 
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Most persons in the concern 
who receive copies of the report 
are not qualified to judge suffi- 
ciency of the audit scope. Pub- 
lic accountants and Govern- 
ment auditors interested in the 
extent of internal audit activi- 
ties can determine this from 
review of the audit program. 

7. Criticism of existing practices 
must be supported by construc- 
tive recommendations. 

8. If urgency requires issuance of 
special report of certain find- 
ings, reference thereto should 
be included in the periodic 
audit report issued. 

9. Comments should be presented 


in an impartial, impersonal 
manner. 
10. Reports should be _ issued 


promptly upon completion of 
the audits, otherwise comments 
will lose effectiveness. 

It is a generally accepted practice 
to review audit findings with the 
supervisor of the department con- 
cerned. Although auditors are not 
to give instructions to employees 
they are often able by tactful sugges- 
tions during these reviews to im- 
mediately effect correction of some 
of the deficiencies noted in their 
audit. 

Since the errors have been rectified 
the auditor may question propriety 
of including the matter in the audit 
report. The determining factor is 
the proportion and nature of the dis- 
crepancy. Generally where excep- 
ions warrant inclusion in reports if 
not corrected, they still merit men- 
tion, since the supervisor who cor- 
rected the conditions may have taken 
this action merely to preclude report- 
ing of the item. 

There is always the possibility 
that supervisors may revert to their 
old methods as soon as the auditor’s 
back is turned and the situation con- 
tinues undetected until the next 
periodic audit. Existence of such 
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errors might very well be an indica- 
tion of laxity of supervision, about 
which management should be in- 
formed. — 

Unfortunately many of the offi- 
cials, to whom audit reports are 
addressed, are so burdened with 
other duties that considerable time 
elapses before attention is given to 
errors reported, or to rectifying the 
conditions that made them possible. 
Major discrepancies that will increase 
in proportion as time elapses, should 
be specifically mentioned for immedi- 
ate attention, in the transmittal letter 
which accompanies the audit report. 

Unless management follows up 
audit report comments and recom- 
mendations, they will not be deriv- 
ing full benefit from their internal 
auditing. Moreover, nothing stifles 
internal auditor’s interest and incen- 
tive more than disregard of the re- 
ports they issue. 

Recognizing the fact that the ex- 
ecutives who receive internal audit 
reports are busy men, the auditor 
should try to the best of his ability, 
to make it easy for such individuals 
to read his reports, and to take cor- 
rective action. 

One method employed by internal 
auditors with some success, is to pre- 
pare excerpts of the various sections 
of the audit report, to be submitted 
to the supervisors of the depart- 
ments concerned, with recommenda- 
tions for improvement. These are 
accompanied by form transmittal 
letters, to be signed by the review- 
ing executive, which requests that 
the recipient investigate the excep- 
tions taken, consider appropriateness 
of the suggested changes, and advise 
the transmitting officer of their find- 
ings and disposition of the audit 
comments. 

The reviewing executive can there- 
by begin action on the audit find- 
ings, by simply signing and releas- 
ing the transmittal letter and related 
audit report excerpt. 
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An instance is known where a gen- 
eral manager who had been receiving 
audit reports every month for a year, 
which were filed without being read, 
out of curiosity, happened to look at 
one. It held his attention and when 
he had completed reading it, was so 
enthused, that he started to inquire 
as to the whereabouts of the previous 
reports and the action taken to cor- 
rect the situations reported. 


Of course, the auditor cannot make 
management read his reports, but he 
should try to prepare them in such a 
manner that when executives like 
the general manager find time to read 
them, they will be stirred to ac- 
tion. Long involved reports crowded 
with minor exceptions, details of 
audit tests and dealing in personali- 
ties will not have the desired effect. 

In view of the increased emphasis 
placed on internal auditing, of late, 
general improvement in quality of 
internal audit reports can be antici- 
pated. While some internal auditors 
can still be classified as glorified 
bookkeepers, many internal audit 
staffs are now composed of former 
public accountants, many of whom 
are certified men. Even the junior 
auditors of many staffs are college 
graduates who majored in account- 
ing. This improvement in caliber of 
audit department personnel should 
be reflected in the audit reports 
issued. 

Moreover, the activity of the In- 
stitute of Internal Auditors in con- 
ducting discussions on the subject of 
audit reports and disseminating in- 
formation thereon, should likewise 
contribute toward general advance- 
ment and greater uniformity. 

The public accounting profession 
can likewise aid in this development 
to a considerable degree, since man- 
agements and their internal audit 
staffs are receptive to recommenda- 
tions offered by their public account- 
ants. 
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Income-Tax Returns and the 


Practice of Law 


The National Conference of Law- 
yers and Certified Public Account> 
ants, consisting of five representa- 
tives of the American Bar Associa- 
tion and five representatives of the 
American Institute of Accountants, 
at its second meeting held at Chicago 
September 10th, gave extended con- 
sideration to the question of the ex- 
tent to which the preparation of 
income-tax returns might be con- 
sidered the practice of law. The 
conclusions of the Conference were 
expressed in the following resolu- 
tion: 


Wuereas, Lawyers and certified 
public accountants are trained pro- 
fessional men, licensed by the several 
states, and required to bring to their 
public service qualifications both as 
to competency and character; and 


WHEREAS, the American Bar Asso- 
ciation and the American Institute of 
Accountants have adopted codes of 
ethics to assure high standards of 
practice in both professions ; 


BE Ir RESOLVED, In the opinion of 
the National Conference of Lawyers 
and Certified Public Accountants 

1. That the public will be best 
served if income-tax returns are 
prepared either by certified public 
accountants or lawyers. 

2. That it is in the public interest 
for lawyers to recommend the em- 
ployment of certified public account- 
ants and for certified public account- 
ants to recommend the employment 
of lawyers in any matters where the 
services of either would be helpful 
to the client and that neither profes- 
sion should assume to perform the 
functions of the other. 


Reprinted from the Cerririep Pupiic 
Accountants. 
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3. That certified public account- 
ants should not prepare legal docu- 
ments, such as articles of incorpora- 
tion, corporate by-laws, contracts, 
deeds, trust agreements, wills and 
similar documents. Where, in con- 
nection with such documents, ques- 
tions of accountancy are involved or 
may result, it is advisable that certi- 
fied public accountants be consulted. 

In the discussion, reference was 
made to the following paragraph in 
the report of the American Bar Asso- 
ciation’s committee on unauthorized 
practice of the law, published as part 
of the advance program for the an- 
nual meeting of the American Bar 
Association, September 11-14, 1944: 


“In the opinion of your committee 
this law (Revenue Act of 1944) eli- 
minates the necessity for any further 
attempts to distinguish between sim- 
ple and complicated income-tax re- 
turns and the preparation of all 
income-tax returns other than the 
optional ones described above should 
be construed as the practice of law. 
Hence, local committees are advised 
to act promptly to prevent in the 
future unqualified individuals from 
holding themselves out to the public 
as income-tax experts and from mak- 
ing a business of preparing income- 
tax returns for others.” 

That this paragraph was not in- 
tended to apply to certified public 
accountants was made clear by the 
following supplemental statement 
made by the chairman of the Bar 
Association committee before the 
House of Delegates of the American 
Bar Association on September 14th: 

“Tt has always been customary for 
the Unauthorized Practice of Law 


Accountant by the American Institute of 


> 
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The New York Certified Public Accountant 


Committee to supplement its report 
by advising the House of any de- 
velopments occurring during the 
convention. The House will be 
pleased to hear that the National 
Conference Group of Accountants 
and Lawyers, which you authorized 
at the mid-winter meeting, held its 
first business meeting on Sunday of 
this week. 

“The meeting was most successful 
and a satisfactory basis was estab- 
lished for the future codperation of 
the two groups in the public interest. 
Important resolutions were adopted 
which I have been instructed by the 
Conference to report to the House. 
I will therefore read the resolutions. 

“With these resolutions as a basis, 
the Conference looks forward hope- 
fully to collaborating together for 
the benefit of the public. In this 
connection your attention is directed 
to the report of your Committee 
which is printed on page 72 of the 
advance program, where recom- 
mendation is made to local and state 
committees to take vigorous and 
prompt measures to prevent pseudo 
tax experts and other unqualified 
persons from engaging in the busi- 
ness of preparing income-tax returns. 

“This recommendation is not 
pointed at ‘certified public account- 
ants. On the contrary, your Com- 
mittee recognizes certified public 
accountants as professional men 
qualified by education and training to 
prepare income-tax returns. The re- 
port rather is directed against the 
thousands of unqualified persons 
who have been engaging in this prac- 
tice without any educational back- 
ground or experience for their per- 
sonal profit as a business, and whose 
activities are unquestionably against 
the public interest.” 

There appears to be judicial au- 
thority for the distinction between 
certified public accountants and “un- 
qualified individuals” which is made 
by the American Bar Association 
committee ; for example, the Supreme 
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Judicial Court of the Commonwealth 
of Massachusetts in the case of 
Lowell Bar Association v. Birdie T. 
Loeb et al (see Journal of Accountancy, 
February, 1944, page 167) said: 

“The proposition cannot be main- 
tained, that whenever, for compensa- 
tion, one person gives to another 
advice that involves some element of 
law, or performs for another some 
service that requires some knowl- 
edge of law, or drafts for another 
some document that has legal effect, 
he is practicing law. All these things 
are done in the usual course of the 
work of occupations that are univer- 
sally recognized as distinct from the 
practice of law. There is authority 
for the proposition that the drafting 
of documents, when merely inciden- 
tal to the work of a distinct occupa- 
tion, is not the practice of law, al- 
though the documents have legal 
consequences... 

“The work of an accountant neces- 
sarily brings him into touch with 
rules of law which he must under- 
stand if his computations and con- 
clusions are to stand the test of possi- 
ble litigation. He must know the 
nature and general legal effect of 
negotiable instruments, patent rights, 
corporate stock and bonds of differ- 
ent kinds, insurance policies, and 
other contracts. He must appreciate 
the distinction between buying 
goods, and taking them as bailee, 
agent, broker, or factor. He could 
hardly prepare a correct account for 
a partnership without a working 
knowledge of the main principles of 
the law of partnership. In prepar- 
ing an account for a trust estate, he 
must understand the difference be- 
tween principal and income, and the 
rtiles of law governing the allocation 
of receipts and expenses to the one 
or the other. Income taxes have pro- 
duced a flood of judicial decisions 
and departmental rulings with which 
he must have adequate acquaintance, 
even though he merely works with 
figures and does not draft tax re- 
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Income-Tax Returns and the Practice of Law 


turns. A sharp line cannot be drawn 
between the field of the lawyer and 
that of the accountant. Some mat- 
ters lie in a penumbra. But any 
service that lies wholly within the 
practice of law cannot lawfully be 
performed by an accountant or any 
other person not a member of the 
ORe<<" 

Under this dictum, it may be 
argued that a certified public ac- 
countant whose qualifications to 
practice accounting have been recog- 
nized by the state and who regularly 
engages in such practice may under- 
take to do accounting work which 
is a natural consequene of his prac- 
tice, such as the preparation of an 
income-tax return, even though some 
elements of legal practice may neces- 
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sarily be involved. His right to do 
this work, it may be suggested, is 
reinforced by the express provision 
of the Treasury Department that 
certified public accountants may be 
enrolled to practice before it. How- 
ever, it may be contended by law- 
yers that accountants or others 
whose qualifications have not been 
recognized by the state through the 
issuance of a certificate, who are not 
recognized as members of an estab- 
lished profession, and who are not 
enrolled to practice before the Treas- 
ury Department, engage in the unau- 
thorized practice of the law if they 
undertake for compensation to assist 
others in the preparation of income- 
tax returns involving the interpreta- 
tion of law or regulations. 
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Alphabet Soup 


but very nourishing! 


“Our CPA did a PCA with MM that 
will eliminate a lot of JACK,” said the 
VP in chg of Acctng. “Excuse it, please. 
Must be the Washington influence!” 

“Does it make sense, or do I need a 
directive?” asked the Old Man. 

“Oh sure—Our brainy accounting 
chief putin a Production Control Analysis 
with McBee methods that saves a lot of—” 

“Jack. I know that one. Money,” said 
the Old Man. 

“Nope—Jawing, Arguing, Cussing 
and Kicking. Probably save money, too, 
if you want to be mercenary about it,” 


said the VP. 


That CPA knew McBee. McBee 
knows how to get information to man- 
agement more quickly, more easily, 
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more accurately, and usually at lower 
cost ... organize essential facts for all 
departments concerned . . . streamline 
and short-cut records and reports. .. 
reduce all copying and complexity .. 

eliminate errors and excess clerical 
effort from clock card to the operating 
statement, move ticket to balance sheet. 


McBee reports are visual, can be 
reconstructed at any step, are usable 
without expert personnel . . . McBee 
methods and products are simple and 
practicable, proven in thousands of 
companiesonproductioncontrol, labor 
distribution, personnel,inventory, sales 
analysis, voucher distribution, research 
and statistics. Find out more about 


McBee now. Call any office... 


THE McBEE COMPANY 
SOLE MANUFACTURERS OF KEYSORT 
295 Madison Avenue, New York 17, N.Y... 


Offices in principal cities 
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This speedy, simple, compact Underwood week in thousands of stores, banks, and 


Sundstrand will add many valuable min- plants not only transfers valuable man 
hours to other uses, but pays the modest 


cost of each Underwood Sundstrand 
many times over. 
Ask your local Underwood Elliott Fisher 
This permits the operator to keep eyes one ayone ae ethan om eri: 
- og - 
and the other hand busy on work sheets Rg remanence ei 2 ke 
: eRe: cas ing-figuring machine. 
... without wasting time picking and ic ee 
hoosine from a multiplicity of keys. nderwood Sundstrand Electric Adding-Fig- 
5 . P y y uring Machines are available subject to War 
¢ total of precious minutes saved each Production Board authorization. 


utes to your employees’ days. 


With only 10 figure keys to reckon with, 
“one-handed touch operation” is quickly 
acquired after a few minutes’ practice. 


Save the Seconds and You Save the Day-—— 


Underwood Elliott Fisher Company 
One Park Avenue, New York 16, N. Y. Bridgeport Works 


Makers of Underwood Typewriters, Accounting Machines, Adding-Figuring Machines and Supplies 
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All Set For New 


EMPLOYEE'S 
SHARE 


@ Federal tax changes are always fraught with uncertainties — and the new federal 
income tax withholding requirements are no exception. Such far-reaching developments 
stir up questions and doubts and problems that must be settled — and settled correctly, 

O soundly, if mistakes and troubles, delays and difficulties are to be avoided. 


@ But sound, dependable answers to the puzzling questions involved in “withholding” 
and other significant federal tax changes call for a sound, dependable source of continu- 
ing facts and guidance . . . and here it is! 


@ Week after week, each issue of FEDERAL TAX GUIDE REPORTS swiftly, faithfully 
hurries to subscribers the last word, the newest development, the latest twist and turn of 
events in federal taxation — of interest or importance in the everyday conduct of business 
end personal federal tax affairs. 


@ For CCH'’s FEDERAL TAX GUIDE REPORTS spans the whole work-a-day world of 
federal taxation for revenue — statutes, regulations, rulings, court and administrative 
decisions, returns, forms, reports, instructions. Pertinent full texts, filled-in forms, detailed 
explanations, editorial comments and suggestions — plus a wealth of friendly hints, tips, 
knacks, and pointers, from week to week, make clear exactly what to do, and how and 
when and why. 


@ Concise, compact, understandable, here is the dependable reporter on the federal 

O taxes of the ordinary corporation, the average individual, partnership, or business. Loose 
leaf Compilation Volume and matching Internal Revenue Code Volume included without 
extra charge to start new subscribers off on the right foot. 









O COMMERCE; CLEARING; HOUSE; ING.,, 
ae PE BLOS MER S or TePpicatr taw REPORTS 
New YorK 1 CHICAGO 1 WASHINGTON 4 
EmPIRE STATE BLDG. 214 N. MICHIGAN AVE. MUNSEY BLOG. 
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The busy reservation clerks 
speed paper work with 
National Covers at A. A., 
ta Guardia Field, New 
York. 


On the ground, as in the air, American 
Airlines, Inc. are generous users of NATIONAL LOOSE 
LEAF COVERS to keep records in order for quick index 
reference, constant change and ease in handling. Over 
the Route of the Flagships they know the value of LOOSE 
LEAF . . . and the qualtiy and stamina of NATIONAL 
COVERS. 


NATIONAL . “ ” 

Fe liana dain enaiek Just another way of saying... “buy NATIONAL”. You 

are again available. can depend on all NATIONAL LOOSE LEAF COVERS 

Ask for series 4800. for long life and permanent satisfaction. There’s a size 
and style for every need. 


AT YOUR STATIONER’S 


NATIONAL BLANK BOOK COMPANY 
HOLYOKE, MASSACHUSETTS 


BOSTON CHICAGO AN f ANC 











This calculator writes pay checks 


(and detailed earnings statements) §[7—=—=}= 


lige 


iia LEAF } 
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CLEAR 
COMPLETE gl ween 
ACCURATE = gg == 


...and FAST &&§ 


@ With the Printing Calculator, wide-carriage 
model, it’s a lead-pipe cinch—as the picture plain- 
ly shows. You do the work once, and once only. 
All the essential figures are pv sales automatical- 
ly calculated —in one quick operation. The car- 
riage tabulates swiftly from one recording position 
to another, whenever necessary. The clear- 

cut carbon copy is permanently file-able. 


Here is a calculating machine your office can 

also use in half a dozen other valuable, time- 

saving ways ... for posting and calculating 

Work Orders—for extending quantity by 

price on purchase requisitions and incoming 

invoices—for computing engineering data and cost estimates directly onto specification sheets... 
name only a few. 


Along with the added flexibility provided by its wide carriage, the Printing Calculator is more than ev@eJourna 
the ideal all-purpose calculating machine. It’s a great manpower conserver, especially in today’s scat#(Cgsh Re 
of-help office, for it speeds the flow of vital figures. Its simple, one-hand keyboard banishes confusiog. Pa 

Its printing feature safeguards the work—abolishes hidden errors—eliminates the need for re-rung” ) 
prove accuracy ...And its ability to multiply, divide, add, subtract—and print—lets this one machi ments 
do the job of two! sant nting f 


We urge all businessmen to investigate this time-saving office “mach- SP es. , fly inde 
ine-tool.” For details, just phone our nearest office or write us at Same 
Buffalo 5, New York. 


The Printing Calculator is available on WPB approval, to 
help conserve manpower, expedite war work, maintain neces- 
sary civilian economy. Talk it over with our representative. 





The only PRINTING calculator with automatic divisioiiiaa 
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CHIMPLEX BOOKKEEPING SYSTEM 


oe A Simplified Double Entry System 
| eI For Concerns of Moderate Size Cae 








mplete in two compact Loose Leaf 
inders. 


wrnal—for orginal entries. 


ger —for accounts receivable, ac- 
wnts payable and summaries of 
punts. 








' JOURNAL 


tS. 9%4x1ll% 


han 
S scare 


Journal provides for original entry records 

Cash Received, Cash Disbursed, Sales, In- 
erungees Payable, Journal Entries and Bank 
machiglements. Contains a supply of stock ac- 
ning forms for each purpose. Conven- 
ply indexed. 








SYSTEM IS FLEXIBLE 


Other forms may be added to the 
Journal where required. Among these 
| are Notes Receivable, Notes Payable, 
Petty Cash Disbursements and Recapitu- 
lation Sheets. 


For large concerns or where the volume 
of accounts is heavy, the Ledger may 
be subdivided and Accounts Receivable 
and Accounts Payable kept in separate 
: fai _—Ss binders. 





WILSON JONES Co. 


NEW YORK 


ELIZABETH 
1944 


CHICAGO 






® Suitable for retailers, wholesalers, con- 
tractors and manufacturers. 


®@ Provides stock forms selected and ar- 
ranged for modern bookkeeping re- 
quirements. 





LEDGER 
9%4x11% 


The Ledger, for summaries of accounts, is 
divided into Accounts Receivable, Accounts 
Payable, General Ledger, Balance Sheet and 
Profit and Loss Statement. Contains supply of 
stock. ledger sheets and accounting forms. 
Completely indexed. 


Available in various types of binders and choice of bindings. 


MAIL THIS COUPON 
FOR DESCRIPTIVE CIRCULAR 


WILSON JONES CO. 
314 Broadway, New York City 


Please mail circular describing 
Simplex Bookkeeping System. 


Name 
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_. and these 
are things 
worth 
saving for! 

















SAVE FOR A HOME! A house of 
your own, a garden to dig in, room- 
to-grow for the children—every 
man and his wife want that. Houses 
are hard to get, now. Why not save 
for your house now? 





SAVE FOR SAFETY! Money’s 
easy today! But it wees sieaee 
—and it may not be again. The 
man who has money laid by, helps 
prevent depression—could ride out 
Laed times if they come. 





SAVE NOW... fight inflation... 













SAVE FOR CHILDREN! It costs 
money to have a child, to raise a 
child. But isn’t it worth every penny 
it costs and more? Save now... 
have and enjoy your children while 
you’re young! 


SAVE FOR A_TRIP! Today’s no 
time to travel. But after the war— 
aren’t you rarin’ to go? To Yellow- 
stone or the Smokies, or the new 
Alaska highway. Sensible saving 
today can finance glorious spending. 





A United States War message prepared by the War Advertising Couneil 
ib by this ine in i wit 


Information; an 


634 








SAVE FOR COLLEGE! If 
went to college, you want your chit 
dren to go. If you didn’t —you wan 
them to have the good life yo 











missed. Start your college fund now, 
—while you’re earning good money, 


SAVE TO RETIRE! Sooner than 
you think, the day will come when 
a place in the country looks better 
to you than an active life in town. 

ial security is good—supple- 
ment it by planned saving. 








4 THINGS TO Do to keep 
Prices down and 
help avoid another depression 


Lae only what you really 


2. When you b 
uy, 

more than ceiling prices Poe 
bye ration points in full 

» Keep your own ices 
own. 'on’t take advantage 
of war Conditions to ask for 
more—for your labor, your 
Services, or the goods you sel] 





4. Save. Buy and hold 





all the 
SAVE TO SAVE AMERICA! And / you can Mfoncns MEL 
only by keeping prices down— elp pay for the 
saving, not spending—can we head and insure your — 
off inflation, keep America a stable, ture. Keep up = KEEP 
happy place for our boys. For your your insur. 
sake, for theirs—SAVE! ance. 

LL 
; approved by the Office of W: P Wh 
P h the Magazine Publishers of ‘Amecion. 
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OU can help hasten the day—THE 

day of final unconditional surrender 
-by investing your war-time earnings 
in War Bonds. 

Hastening the day means shortening 
casualty lists. In war, bullets, shells and 
bombs are exchanged for lives. The War 
Bonds you buy help pay for the bullets, 
shells and bombs that will speed the 
victory. 

Your consistent War Bond invest- 


ASTEN THE DAY! 





ments will work for you too at the same 
time that they work for your boy in 
service. They will give you that luxurious 
feeling of freedom that goes with a well- 
lined pocketbook. For whatever you may 
desire ten years from now, your War 
Bonds will add one-third more to what 
you’ve invested. 

Help hasten the day of victory, and 
help make that victory more secure— 
buy your War Bonds today. 


BUY WAR BONDS 


THE NEW YORK STATE'SOCIETY 
OF CERTIFIED PUBLIC ACCOUNTANTS 


This is an official U. S. Treasury adverti: 


d under auspices of 





Treasury Department and War Advertionnd Counci. 
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Subscription 








New York CERTIFIED PuBLIC 
ACCOUNTANT 


MONTHLY BULLETIN 


Three Dollars Annually 


Office of the 
NEW YORK STATE SOCIETY 
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